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1 

2 I.  INTRODUCTION 
3 Q. 

4 A. 

5 

6 

7 Q. 

8 

9 A. 

10 

11 

12 Q. 

13 A. 

14 

15 
16 Q. 

17 A. 

18 

19 

20 

21 

22 

23 

24 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

Hugh Larkin, Jr.. My business address is: Larkin & Associates, 15728 Farmington Road, 

Livonia, Michigan 48 154. 

HAVE YOU PREPARED AN APPENDIX SUMMARIZING YOUR EDUCATIONAL 

BACKGROUND AND REGULATORY EXPEFUENCE? 

Yes. Appendix HL- 1, attached hereto, provide details concerning my experience and 

qualifications. 

ON WHOSE BEHALF ARE YOU APPEARING? 

Larkin & Associates is appearing on behalf of the Arizona Residential Utility Consumer 

Office (RUCO). 

PLEASE DESCRIBE THE FIRM OF LARKIN & ASSOCIATES. 

Larkin & Associates is a Certified Public Accounting and Regulatory Consulting firm. 

The firm performs independent regulatory consulting primarily for public servicelutility 

commission staffs and consumer interest groups (public counsels, public advocates, 

consumer counsels, attorneys general, etc.). Larkin & Associates has extensive 

experience in the utility regulatory field as expert witnesses in over 300 regulatory 

proceedings including numerous telephone, water and sewer, gas, and electric utility 

cases. 
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1 Q. 
2 

3 A. 

4 

5 Q. 
6 A. 

7 

8 

9 

10 

11 

12 
13 Q. 

14 A. 

15 

16 

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE ARIZONA CORPORATION , 

COMMISSION? 

Yes, I have testified before the Commission previously on a number of occasions. 

WHAT ISSUES ARE ADDRESSED IN YOUR TESTIMONY? 

I sponsor a number of the recommended adjustments on behalf of RUCO in this 

proceeding. The adjustments I am sponsoring are discussed in my testimony. Ralph 

Smith of Larkin & Associates is sponsoring a number of recommended adjustments on 

behalf of RUCO in this proceeding, and is presenting the summary schedules that were 

prepared by Larkin & Associates on behalf of RUCO. 

HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED? 

The remainder of my testimony is organized by issue. In each section of the testimony, I 

discuss one of the adjustments I am sponsoring and identi@ the schedule where the 

calculation of the adjustment is shown. 

17 I I .  OVERALL FINANCIAL SUMMARY 
18 Q. 

19 A. 

20 

21 

22 

23 

24 Q. HOW ARE THE SCHEDULES ORGANIZED? 

HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR TESTIMONY? 

Yes. Exhibit-(L&A-1) is comprised of several schedules sponsored by myself and by 

Mr. Smith. This exhibit was prepared by us or under our direct supervision. The specific 

sponsorship of each schedule within Exhibit -(L&A-l) is identified on the contents 

page, which appears at the fi-ont of the exhibit. 
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The summary schedules, which are being sponsored by Mr. Smith, are presented first. 

Then the schedules showing the derivation of the recommended adjustments are 

presented. Schedule E presents a summary of the adjustments that I, and other witnesses 

for RUCO, are recommending. Schedule E-1 through E-25 present the specific 

adjustments. That is, Schedules E-1 through E-25, present the detailed calculations of 

each of the separate adjustments that I, and other RUCO witnesses, are recommending 

with applicable source references. 

111. RECOMMENDED ADJUSTMENTS 
Q. 

A. 

PLEASE DISCUSS THE ADJUSTMENTS TO U S WEST’S FILING THAT YOU ARE 

RECOMMENDING. 

In the following sections of my testimony I discuss the adjustments to U S WEST’S filing 

that are being recommended by myself and other RUCO witnesses. I discuss each 

recommended adjustment in a subsequent section of my testimony. RUCO witness 

Smith has reflected the adjustments I am recommending as well as the adjustments he 

and other RUCO witnesses are recommending in the summary schedules being presented 

on behalf of RUCO. 

E-2: Revenue Annualization 
Q. PLEASE DISCUSS YOUR PROPOSED REVENUE ANNUALIZATION 

ADJUSTMENT. 

A. As discussed in RUCO Witness Smith’s prefiled testimony, US WEST’S proposed 

revenue annualization adjustment is inappropriate and accordingly has not been included 

in our recommendation. US WEST’S proposed adjustment is not appropriate because it 

annualizes all categories of revenues based on one month of data. With the exception of 
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the local recurring revenues, the remaining revenue categories fluctuate from month to 

month throughout the year. Consequently, December 1999 revenues taken as a whole are 

not representative of annual revenue levels. After reversing the Company’s annualization 

adjustment, I made four separate adjustments to the actual test year revenues. I 

annualized the basic recurring local revenues using US WEST’S adjusted annualized 

amounts for this category, removed the remaining directory surcharge from test year 

revenues, annualized the impact of various price changes and removed PLU credits 

related to 1998 that were recorded during the test year. As shown on Schedule E-2, page 

1 of 4, actual 1999 test year revenues should be increased by $19,680,504. This is after 

the Company’s revenue annualization adjustment is reversed. Each of my recommended 

revenue adjustments are discussed below. 

Q. WHY DID YOU ANNUALIZE THE LOCAL RECURRING REVENUES BASED ON 

US WEST’S CALCULATED ANNUALIZATION OF THESE AMOUNTS? 

The local recurring revenues increase steadily throughout the year as new customers are 

added. These revenues typically do not fluctuate fiom month to month and are driven 

primarily by customer levels. Consequently, it is appropriate to annualize these amounts 

based on the year-end level, particularly since the rate base used to serve these customers 

is based on the year-end level. This is also consistent with Decision No. 58927 from the 

Company’s last rate case in which the Commission adopted the last month of the test year 

times twelve methodology for the recurring local service revenues. In that same decision, 

the Commission also specifically denied the Company’s annualization of the 

nonrecurring local service revenues, long distance revenues, access charge revenues, and 

A. 
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1 

2 

3 

4 

5 Q* 

6 

7 A. 

8 

9 

10 

11 

12 

13 

14 Q. 

15 

16 

17 A. 

18 

19 

20 

21 

22 

23 

miscellaneous revenues, finding that the amounts fluctuate throughout the year. The 

other revenue categories are driven primarily by usage levels and patterns as opposed to 

being predominately related to customer growth. 

PLEASE DISCUSS PAGE 3 OF SCHEDULE E-2, WHERE YOU REMOVE THE 

REMAINING DIRECTORY SURCHARGE FROM THE TEST YEAR. 

During part of 1999, the Company continued to collect a directory surcharge in rates as 

part of a previous decision. The surcharge was eliminated in October 1999. Since 

revenues other than the local recurring revenues are now based on the actual test year 

amounts in my analysis, the amount of directory surcharge revenues collected during the 

test year needs to be removed. This is done on Schedule E-4, page 3 of 4 and reduces 

revenues by $5,976,274. 

WAS IT DIFFICULT TO DETERMINE THE AMOUNT OF SURCHARGE 

REVENUES INCLUDED IN THE TEST YEAR IN THE REMAINING REVENUE 

ACCOUNTS? 

Yes, it was. The Company was asked in Data Request UTI 44-004 to provide the impact 

of price changes during the test year by sub-account. The Company provided one 

month’s worth of impact by revenue category related to the surcharge, but not by FCC 

subaccount nor for the full impact in the test year. In response to UTI 34-9, Attachment 

A, the Company provided the amount of surcharge that had been collected by month by 

subaccount. However, the information only went through August 1999 and the surcharge 

continued through October 1999. Consequently, I estimated the amount of surcharge 
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1 

2 

3 

4 

5 

6 Q* 

7 A. 

8 

9 

10 

11 

12 

13 

included in the revenue accounts other than the recurring local revenues based on the 

actual amounts for January through August 1999 and estimated amounts for the period 

September through October 21,1999 using weighted January through August amounts. 

This adjustment decreases test year revenues by $5,976,274. 

PLEASE DISCUSS YOUR REMA-I"G TWO REVENUE ADJUSTMENTS. 

On page 4 of Schedule E-2, I reflect the impact of various price changes on test year 

revenues, with the exception of directory surcharge revenues, which were addressed 

above. The amount is based on information provided by US WEST in response to UTI 

43-020, Attachment C, and results in a $83,683 reduction to test year revenues. On page 

1 of Schedule E-2, I also reduce revenues by $159,421 to remove PLU credits that were 

booked in 1999 but pertain to 1998. 

14 E-3: Directory Revenue Imputation 
15 Q. PLEASE DISCUSS THE IMPUTATION OF DIRECTORY REVENUE. 

16 A. As shown on Schedule E-3, test year revenues should be increased by $41,342,956. This 

17 is the difference between the presumptive imputation of directory revenues of $43 million 

18 

19 

found to be appropriate by the Commission and the Arizona Court of Appeals in previous 

cases and the amount of revenues actually received by US WEST from DEX during the 

20 test year. In previous rate cases, US WEST voluntarily adjusted its directory revenues to 

21 

22 

23 

reflect the $43 million agreed upon in the Settlement Agreement set forth in Decision No. 

56020 (June 13,1988). In Docket No. E-1051-93-183, the Company included a directory 

imputation adjustment of $42,657,000 and included the $43 million in the previous two 

24 rate cases. 
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1 

2 Q. 

3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 Q. 

18 A. 

19 

20 

21 

22 

23 

IS THE COMPANY DISPUTING THE PRESUMPTIVE $43 MILLION IMPUTATION 

IN THIS CASE? 

Yes, it is. The Company’s position is that the amounts included in revenues from DEX 

should be based on the actual amount received during the test year. As shown on 

Schedule E-3, the amount actually received from DEX during the test year was 

considerably less than the presumptive imputation agreed upon in the 1988 Settlement 

Agreement. US WEST Witness Ann Koehler-Christensen indicates in her testimony that 

the fees paid by DEX to US WEST have decreased because the services provided under 

the Publishing Agreement are fewer today than previously. On page 4 of her May 3, 

2000 Supplemental Testimony, she indicates that “If DEX had not published and 

distributed Arizona directories to U S WEST’S customers under the terms of the 

Publishing Agreement, U S WEST would have had to incur these costs.” She further 

argues that U S WEST would have incurred $12.8 million to meet the obligation, which 

would have increased the revenue requirement by a like amount. 

IS THIS A VALID ARGUMENT? 

No. Had US WEST published its own white and yellow pages, the Company also would 

have received the significant profits DEX receives by providing these services. The 

impact would be a considerable decrease in revenue requirement, not the increase 

asserted in Ms. Koehler-Christensen’s testimony. The response to UTI 60-022 shows 

that **BEGIN US WEST PROPRIETARY** 
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**END US WEST PROPRIETARY** Clearly, the 

business of publishing directories is extremely profitable. Consequently, Ms. Koehler- 

Christensen’s assertion that US WEST would experience an increase in revenue 

requirement absent DEX to publish the directories is unrealistic, and the opposite would 

likely be true. 

Q. 

A. 

WAS THE 1988 SETTLEMENT AGREEMENT BASED ON SPECIFIC REVENUE 

ITEMS RECEIVED FROM USWD BY US WEST? 

No. In response to UTI 57-006, the Company agrees that “The 1988 Settlement 

Agreement was a stipulation that did not specifically state what revenues and expenses 

were included.” According to Ms. Koehler-Christensen’s supplemental testimony, the 

regulated revenues paid by DEX was $28.3 million in 1984. This is less than the $43 

million agreed to by the parties in the 1988 Settlement Agreement. The Company’s 

current attempt to reduce the directory revenues from DEX from the $43 million to 

approximately **BEGIN US WEST PROPRIETARY”” **END US 

WEST PROPRIETARY** goes against the spirit and intention of the 1988 Settlement 

Agreement and should be denied. As shown on Schedule E-3, test year revenues should 

be increased by **BEGIN US WEST PROPRIETARY** **END US 

WEST PROPRIETARY** 

€4: Miscellaneous Revenue 
Q. HAVE YOU COMPLETED YOUR ANALYSIS OF MISCELLANEOUS REVENUE? 
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No. As of the date of this writing, I have not completed my analysis of Miscellaneous 

Revenue. As described in more detail in the testimony of RUCO witness Smith, there are 

a number of areas of analysis that are incomplete. Schedule E-5 has been reserved for a 

potential adjustment to Miscellaneous Revenues. 

E-6: FCC Deregulated/A CC Regulated Revenue lmputation/Loss Removal 
Q. PLEASE DISCUSS THE IMPUTATION OF REVENUE, AND REMOVAL OF LOSS, 

ON ACC REGULATED MISCELLANEOUS SERVICES. 

A. This adjustment is another area in which my analysis has not yet been completed. 

Schedule E-8 has been reserved for a potential adjustment for FCC DeregulatedACC 

Regulated Revenue. The Company offers certain services (inside wire, account 

recording, voice messaging, and alarm services) in Arizona which the FCC has 

deregulated, but the ACC continues to regulate. The prices for these services are market 

based but do not cover their fully distributed costs. The Company's filing in the current 

rate case includes these FCC deregulatedACC regulated services in deriving the 

intrastate revenue requirement. Because the price of such services in total does not 

recover the associated cost, the Company's filing reflects a net loss associated with the 

provision of such services. The net loss, if not removed, would serve to increase the 

Arizona intrastate revenue requirement. In its Decision No. 58927, the Commission 

concurred with a Staff observation that interstate deregulation should not by itself 

increase expenses to the intrastate jurisdiction. On the other hand, the Commission found 

that Staffs proposal in the prior docket to simply impute revenues to offset the entire 

deficiency did not provide an overall just result either. After annualizing price increases 
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for inside wire service, the Commission in its Decision No. 58927 detexmined that neither . 

the interstate nor intrastate jurishctions should bear the entire remaining deficiency of the 

deregulated services, and approved an adjustment to impute revenues for Arizona 

intrastate ratemaking purposes based upon 50 percent of the remaining deficiency amount 

for such services. Once my analysis of the FCC DeregulatecUACC Regulated Revenues 

is complete, I anticipate malung an adjustment similar to that approved by the 

Commission in Decision No. 58927. 

E-7: Broadband Revenues and Expenses 
Q. 

A. 

HAVE YOU RESERVED ANOTHER SCHEDULE FOR A POTENTIAL 

ADJUSTMENT TO USWC’S REVENUES AND EXPENSES FOR SERVICES THAT 

USWC IS PROVIDING TO A RECENTLY CREATED AFFILIATE, BROADBAND 

SERVICES, INC.? 

Yes. Schedule E-7 is reserved for a potential adjustment for Broadband revenues and 

expenses. This issue is another area in which my analysis had not been completed. The 

issue and the need for a potential adjustment are discussed in more detail in RUCO 

witness Smith’s testimony. 

E-17: Adjustments to Salary and Wage €xpense 
Q. RUCO WITNESS SMITH INDICATED THAT HE REFLECTED THE COMPANY’S 

ADJUSTMENT TO ANNUALIZE SALARY AND WAGE EXPENSE. SHOULD ANY 

REVISIONS BE MADE TO THE COMPANY’S ANNUALIZED AMOUNT? 

A. Yes. Due to several factors occurring in the month of December, the Company’s method 

of annualizing the December 1999 salaries and wages does not result in a representative 

annual level of employee costs. Consequently, I am recommending several adjustments 
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to U S WEST’S annualized salary and wage expense. Specifically, the annualized salary 

and wage expense should be revised to: (1) reduce annualized management and 

occupational employee basic wages, overtime and premium pay, paid absences and short 

period sickness expense; and (2) revise the management deferred compensation expense. 

I also recalculated the post-test year salary and wage increases for both management and 

occupational employees to reflect the impact of my other salary and wage adjustments 

and to correct for an error in US WEST’S occupational post-test year wage increase 

calculation. The first three adjustments listed above are presented on Schedule E-1 1, 

pages 1 through 4 of 4, and result in an overall reduction to annualized salary and wage 

expense of $20,104,171. The post-test year wage adjustments are presented on Schedule 

E- 13 for management employees and Schedule E- 14 for occupational employees and 

result in reductions to salary and wage expense of $606,847 and $1,333,953, respectively. 

Q. 

A. 

HOW DID THE COMPANY CALCULATE THE ANNUALIZED SALARY AND 

WAGE EXPENSE? 

In calculating the annualized salary and wage expense, the Company began with the 

actual booked December 1999 amounts for each of the following categories for both 

management and occupational employees: basic wages, overtime and premium pay, paid 

absences, short period sickness, incentive compensation, termination pay/other special 

pay and clearances. US WEST then made several adjustments to the December 1999 

amounts prior to the annualization. These adjustments were for end of period short term 

and long term incentive compensation, IT bonus accrual normalization, management and 

occupational team award adjustments, clearances booked to benefits for both 



.- 

. .  

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 1  

12 

13 

14 

15 
16 
17 
18 
19 
20 

21 

22 

23 

24 

25 

26 

Testimony of Hugh Larkin, Jr. 
[Redacted Version] 

Page 12 of 28 

management and occupational employees and to “Adjust Customer Operations Paid Time . 

& Base Wages” for both management and occupational employees. US WEST 

multiplied the resulting adjusted December 1999 amounts by 12 to determine the 

annualized end of period normalized salaries and wages expense. 

Q. 

A. 

Q. 

PLEASE EXPLAIN WHY US WEST’S PAYROLL ANNUALIZATION IS NOT 

REPRESENTATIVE OF AN ANNUAL LEVEL OF SALARY AND WAGE 

EXPENSE. 

The Company’s annualized 1999 salary and wage expense is not representative of an on- 

going annual level primarily because the relationship between December 1999 basic 

wages and paid time off are not reflective of normal annual levels. The Company agrees 

that the relationship in December 1999 was not representative. In the workpapers 

provided with Staff Data Request UTI 42-001A, the Company indicated it had made 

adjustments to its December 1999 customer operations expense, stating: 

In December 1999, the relationship between paid time off and base wages and 
salaries appears unrepresentative (both paid time off and base wage increase). A 
trend comparison of December to data in year 2000 and to September-December 
1999 indicates Dec99 should be adjusted. The adjustment revises Dec99 results. 
The material adjustments needed include accounts 6623,6612, and 6611. 

The Company’s adjustment, however, only took into consideration customer operations 

salaries and wages. Even after the Company’s adjustment (which reduces December 

1999 salaries and wages by $810,988) is made, the adjusted level of paid absences and 

short period sickness are still not reflective of annual levels. 

WHY NOT? 
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A. 

Q. 

A. 

Based on the responses to UTI 63-5, Attachment A, and UTI 42-5, Attachment A, the 

Company’s adjusted annualized management paid absence expense is **BEGIN US 

WEST PROPRIETARY** 

, 

. **END US WEST PROPRIETARY** For occupational 

employee paid absences, US WEST’S annualized amount is approximately **BEGIN US 

WEST PROPRIETARY** 

**END US WEST PROPRIETARY** The adjusted test year 

short period sickness expense for occupational employees was **BEGIN US WEST 

PROPRIETARY** 

**END US WEST PROPRIETARY** Clearly, US WEST’S adjustment 

to correct for the fact that December 1999 is not representative does not go far enough 

and only partially corrects the problem. 

DID YOU ASK THE COMPANY ABOUT THESE CONCERNS? 

Yes. In RUCO Data Requests 29-004,29-10 and 29-1 1, the significant variances 

between the annualized amounts and the actual test year amounts for paid absences - 

management, paid absences - occupational and short period sickness-occupational were 

pointed out to the Company. These data requests asked US WEST to explain whether or 

not it felt the adjusted annualized amounts were more representative of an on-going level 

for these items. Included in the Company’s responses to each of the questions was the 

following statement: “The Company believes that the December normalized and 

annualized test period is representative of total ongoing expenses for all items in total, 
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23 

even though particular individual expense items may be greater or less than normal for a 

particular item.” The Company did not attempt to specifically address the concerns 

pointed out in the questions, nor did it state whether or not these specific expense items 

were representative, even though it was specifically asked to do so. 

DID US WEST PROVIDED ANY INFORMATION AFFIRMING THAT THE 

DECEMBER 1999 EXPENSES WERE ABNORMAL AND THEREFORE 

INAPPROPRIATE FOR PURPOSES OF ANNUZALIATION? 

Yes. In response to RUCO 24-004, Attachment A, US WEST indicated regarding paid 

absences for management that **BEGIN US WEST PROPRIETARY** 

**END US WEST PROPRIETARY** 

BASED ON THIS INFORMATION, WLL ANNUALIZATION OF DECEMBER 1999 

EXPENSES RESULT IN AN ACCURATE LEVEL OF ANNUAL EXPENSE? 

No. 

HAVE YOU PERFORMED AN ALTERNATE CALCULATION FOR 

ANNUALIZING THE TEST YEAR SALARY AND WAGE EXPENSE TO REFLECT 

AN ACCURATE LEVEL OF ANNUAL EXPENSE? 

Yes. In Schedule E-1 1, pages 2 and 3, I determined the monthly average cost per 

employee for basic wages, overtime and premium, paid absence expense and short period 
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sickness for management and occupational employees, respectively. Using the monthly 

average per employee costs, I calculated the annual average cost per employee for these 

four payroll expense categories. In the calculations, I also annualized the impact of the 

management and occupational wage increases granted during the year so that the annual 

average per employee costs are based on year-end salary and wage levels. The average 

per employee cost for management and occupational employees are presented on line 10 

of each of the pages. This approach is more accurate than the December annualization 

proposed by the Company because it smooths out any abnormal circumstances that may 

have occurred in any one given month. 

In my calculation for occupational employees on page 3, I applied the December 1999 

occupational employee count to the average annualized cost per employee to determine 

the annualized basic wages, overtime and premium, paid absences and short period 

sickness expense. Again, I believe this average approach is more accurate then utilizing a 

single month as representative of an ongoing level of expense. 

In determining the total annualized payroll cost for the management employees, I used a 

four-month average management employee count instead of the December 1999 

employee count. The December 1999 management employee count was significantly 

lower than the previous month and began to increase in 2000. Based on this information, 

the December 1999 employee count does not appear representative. A four month 

average level based on the period November 1999 through February 2000, utilizing the 

last two months of the test year and the first two months after the test year is more 
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appropriate given the observed trends. As shown on pages 2 and 3, these calculations . 

result in a $12,391,544 reduction to management salary and wage expense and a 

$6,636,044 reduction to occupational salary and wage expense for the categories of basic 

wages, overtime and premium, paid absences and short period sickness. I address the 

incentive compensation expense elsewhere in this testimony. 

Deferred Compensation 

Q. 

A. 

PLEASE DISCUSS YOUR ADJUSTMENT ON PAGE 4 OF SCHEDULE E-1 1 FOR 

MANAGEMENT DEFERRED COMPENSATION EXPENSE. 

The Company’s pro forma management deferred compensation expense is based on an 

annualization of its December 1999 recorded expense. The December 1999 amount of 

deferred compensation expense for management employees is not reflective of normal, 

on-going levels. Based on the response to RUCO 29-009, Attachtnent A, the amount of 

Management deferred compensation expense recorded in December 1999 was **BEGIN 

US WEST CONFIDENTIAL** 

**END 

US WEST CONFIDENTIAL** Clearly, the December 1999 monthly amount times 

twelve methodology does not result in a representative annual level for this expense item. 

Consequently, I recommend that the annualized salary and wage expense be reduced by 

**BEGIN US WEST CONFIDENTIAL** 

CONFIDENTIAL** to reflect the actual test year level as opposed to US WEST’S 

annualized level. 

**END US WEST 
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PLEASE EXPLAIN YOUR ADJUSTMENT FOR INCENTIVE COMPENSATION 

EXPENSE. 

This adjustment is shown on Schedule E-12 and reduces US WEST’S annualized test year 

salary and wage expense by $5,446,144 on an Arizona intrastate basis. The adjustment 

removes 50% of the expense associated with the Management Bonus Plans, Short Term 

Officer Compensation Plan and Information Technology Career Bonuses. It also 

removes 100% of the Long Term Officer Incentive Plan costs fiom the test year. The 

schedule also reflects the impact of the incentive plan adjustments on my revised post- 

test year wage increase adjustment. 

WHY ARE YOU REMOVING 100% OF THE LONG TERM INCENTIVE PLAN 

COSTS? 

The long term incentive plan expenses included in the test year pertain to the 1997 and 

1998 long term incentive plans (LTIP), each of which are three year plans. There was not 

a LTIP for 1999. According to the response to UTI 17-20, attachment A, the goals for 

the 1997 LTIP consisted of cost improvement, new product revenue, percentage increase 

in unbundled loop price and percent of revenue not subject to rate of return regulation. 

The goals for the 1998 LTIP consisted entirely of revenue growth. These goals for both 

the 1997 and 1998 plans primarily benefit the Company’s shareholders; thus, the 

associated plan costs should be borne by them. The Company indicated that the LTIP 

was designed to promote long-term strategic behavior, which was to produce long-term 

sustainable growth in the Company, and that shareholders benefit fiom increased stock 

price as a result. (UTI 25-007) The response to UTI 25-01 1 indicates that the goal of 
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earnings fkeedom was included because it increases shareholder value, which is a long- 

term objective of the Company. The response to UTI 17-38 indicated that the 1998 plan 

was “based on revenue growth and does not have a specific regulatory component.” 

ARE THERE ADDITIONAL, REASONS THAT THE LTIP COSTS SHOULD BE 

EXCLUDED? 

Yes. According to the response to UTI 60-012, the 1997 and 1998 LTIPs terminated 

upon consummation of the merger. The plan has been replaced with a stock option plan 

which generates no operating expense. The response continues, stating that “. . .the 

company expects to record no expenses for LTIP after June 2000.” Clearly, these costs 

should be removed from the test year. As shown on Schedule E-13, US WEST’S 

annualized test year salary and wage expenses should be reduced by $222,699 to remove 

the LTIP costs. 

WHY ARE YOU RECOMMENDING REMOVAL, OF 50% OF THE MANAGEMENT 

BONUS PLAN AND THE SHORT TERM OFFICER COMPENSATION PLAN 

EXPENSE? 

The structure of these plans result in benefits to both ratepayers and shareholders. 

Consequently, the associated costs should be shared jointly between the two. The Short 

Term Incentive Plan (STTP) goals were 60% financial and 40% service oriented. The 

financial goals consisted of 20% net income, 20% cash flow and 20% revenue. The 

Annual Bonus Program (ABP) goals were weighted 60% to the STIP goals identified 

above and 40% to specific business unit goals. 



Testimony of Hugh Larkin, Jr. 
[Redacted Version] 

Page 19 of 28 

1 

2 Q- 

3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 Q. 

23 

DO THE ABP BUSINESS UNIT GOALS BENEFIT SHAREHOLDERS, 

RATEPAYERS, OR BOTH? 

In response to several data requests, the Company provided copies of 1999 ABP goals for 

the business units. The goals vary from unit to unit and appear to benefit both ratepayers 

and shareholders. Some of the specific goals appear to be in direct conflict with 

ratepayer concerns. For example, the Legal business unit goals for 1999 included the 

following goals: **BEGIN US WEST PROPRIETARY** 

**END US WEST PROPRIETAY** The federal service unit contains goals to 

**BEGIN US WEST PROPRIETARY** 

**END US WEST PROPRIETARY** Of primary concern are the 

goals for the Public Policy, Arizona business unit. Included in the groups goals are the 

following: **BEGIN US WEST PROPRIETARY** 

**END US WEST 

PROPRIETARY" (UTI 58-01 1) 

DO YOU HAVE ANY CONCERNS IN REGARDS TO THE SERVICE ORIENTED 

GOALS OF THE STIP AND ABP? 
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A. 

Q- 

A. 

Yes. In response to UTI 60- 1 1, Attachment J, the Company provided a copy of the 1999 , 

STIP Results. Based on that response, **BEGIN US WEST PROPRIETARY** 

**END US WEST 

PROPRIETARY** These results cause significant concern regarding the focus of the 

plans, particularly when significant payouts were still made under the STIP and ABP 

plans despite the poor customer service results. The payouts made during the test year 

were primarily driven by the shareholder oriented goals since the consumer oriented 

goals, for the most part, were not achieved. 

WERE THE PLANS THAT WERE IN EFFECT DURING THE TEST YEAR AND 

INCLUDED IN US WEST’S ADJUSTED TEST YEAR MODIFIED AS A RESULT OF 

THE MERGER? 

Yes. According to the response to UTI 60-012, “the 2000 Annual Bonus Plan (ABP) and 

2000 Short Term Incentive Plan (STIP) were modified to accommodate the merger of U 

S WEST and Qwest.” The response, however, did not provide details regarding how the 

plan was “modified to accommodate the merger.” Consequently, I am unsure if the ABP 

and STIP currently in effect are comparable to the plans in effect during the test year. 

Based on the plans in effect during the test year, I recommend 50% removal fiom 
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adjusted test year expenses. US WEST’S annualized salary and wage expense for the test 

year includes $606,171 for the STIP and $1 1,567,429 for the management bonus plan. I 

removed 50% of these costs on Schedule E-12. 

YOU ALSO REMOVED 50% OF THE INFORMATION TECHNOLOGY CAREER 

STRUCTURE BONUSES ON SCHEDULE E-12. WHY? 

Since the test year, the structure of the Information Technology (IT) unit has changed. 

According to the response to UTI 60-012, the employees who were paid under the IT 

career structure plan no longer work for US WEST (Quest). The employees now work 

for Qwest Information Technologies, Inc., and a portion of their salaries would be 

allocated to US WEST (Quest) via the affiliate billings. The response did not indicate 

how this change will impact the amount of IT career structure plan costs that are 

ultimately allocated to Arizona Intrastate operations. Data Request RUCO 29-008 ask 

the company if it anticipated the IT bonus will continue at the level included in the 

adjusted 1999 test year. The Company responded that it “. . .believes that the December 

normalized and annualized test period is representative of total ongoing expense for all 

items in total, even though particular individual expense items may be greater or less than 

normal for a particular item.” Consequently, the Company did not directly answer the 

question posed. Additionally, one of the components of the 1999 IT career structure 

bonus was the achievement of Y2K related goals. In response to RUCO 29-008, the 

Company stated that the “IT bonus was not related to Y2K compliance.” However, the 

responses to UTI 60-01 1 identified Y2K as one of the four targets under the plan. Y2K 

was also identified as a factor in response to UTI 53-003. Clearly, Y2K compliance will 
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1 not be an issue in the future plan years. Considering both the components of the plan and . 

2 the significant changes in the IT personnel structure and the uncertainty regarding the 

3 allocation of their costs in the future, I recommend that 50% of the IT Career Structure 

4 bonus costs included in the adjusted test year be removed. 

5 

6 E-13: Post-Test Year Wage Increases - Management 
WHAT IS THE PURPOSE OF YOUR ADJUSTMENTS ON SCHEDULE E-13 AND E- 

14? 

In calculating its post-test year salary and wage expense adjustment, the Company 

increased the test year annualized management employee salary and wage expense by 

4.02% in order to reflect the impact of a post-test year wage increase that was granted on 

February 27,2000. 

PLEASE EXPLAIN YOUR ADJUSTMENT FOR POST-TEST-YEAR 

MANAGEMENT SALARIES AND WAGES. 

The purpose of the adjustment presented on Schedule E-13 is to reflect the impact of my 

other adjustments to management employee salary and wage expense on the post-test 

year wage increase calculation. As shown on the schedule, salary and wage expense 

should be reduced by $606,847. 

20 E-14: Post-Test Year Wage Increases - Occupational 
21 Q. PLEASE DISCUSS YOUR ADJUSTMENT ON SCHEDULE E-14 FOR 

22 OCCUPATIONAL EMPLOYEES POST-TEST YEAR WAGE INCREASE. 
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U S WEST intended to increase its annualized 1999 occupational employee salary and 

wage expense to reflect an August 15,2000 occupational employee wage increase of 

3.50%. However, in its calculations, the Company inadvertently applied a 4.02% factor 

instead of the 3.50% factor. The Company has agreed that this error should be corrected. 

Schedule E-14 calculates the impact of my adjustments to occupational employee wages 

on the post-test year wage increase calculation and applies the corrected 3.50% wage 

increase factor. As shown on line 16, US WEST'S post-test year occupational salary and 

wage expense adjustment should be reduced by $1,333,953. 

. 

10 E-17: Remove Non-Product Advertising Expense 
11 Q. PLEASE EXPLAIN YOUR PROPOSED ADJUSTMENT TO REMOVE NON- 

12 

13 A. 

14 **BEGIN U S WEST PROPRIETARY** **END U S WEST 

15 

16 **BEGIN U S WEST PROPRIETARY"" **END U S WEST 

17 

18 

19 CONFIDENTIAL* * * ***END US WEST CONFIDENTIAL*** for 

20 

21 

22 

23 

24 

PRODUCT ADVERTISING EXPENSE FROM THE TEST YEAR? 

This adjustment is shown on Schedule E-17 and reduces intrastate operating expense by 

PROPRIETARY** Part A of the adjustment reduces Corporate Operations Expense by 

PROPRIETARY** for expenses associated with both non-product and brand advertising. 

Part B of the adjustment reduces Customer Operations Expense by ***BEGIN US WEST 

expenses associated with brand advertising. Data request response to UTI-64-22 

provides the total amount of non-product advertising US WEST included in the test year 

of **BEGIN U S WEST PROPRIETARY** 

PROPRIETARY** on a total Arizona State basis. This amount, however, excludes 

certain expenses associated with brand advertising recorded in Account 66 13. Data 

**END U S WEST 
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request response to UTI-65-5 provided brand advertising expenses included in Account 

6613, recorded by USWC in December 1999 of ***BEGIN US WEST 

CONFIDENTIAL* * * 

corporate accrual amount for the entire year 1999, and ***BEGIN US WEST 

CONFIDENTIAL,* ** 

amount for the fourth quarter of 1999. I used those amounts to estimate the brand 

advertising expenses USWC recorded in Account 66 13 for the 1999 test year. My 

estimate utilized the **BEGIN US WEST PROPRIETARY'" 

WEST PROPRIETARY** 1999 annual accrual for corporate brand advertising and an 

annualization of the **BEGIN US WEST PROPRIETARY** 

WEST PROPRIETARY** fourth quarter accrual for other brand advertising. Exhibit E- 

17 removes the intrastate amount associated with both the non-product advertising 

expense of **BEGIN U S WEST PROPRIETARY** 

, 

***END US WEST CONFIDENTIAL*** for a 

***END US WEST CONFIDENTIAL,*** for an accrual 

**END US 

**END US 

**END U S WEST 

PROPRIETARY** (per UTI-64-22) and the intrastate amount associated with the 

additional brand advertising expense of **BEGIN U S WEST PROPRIETARY** 

**END U S WEST PROPRIETARY** in Account 6613 (per UTI-65-5). 

WHY SHOULD NON-PRODUCT ADVERTISING EXPENSE BE REMOVED FROM 

TEST YEAR EXPENSE? 

Non-product advertising, unlike product advertising, is of little or no benefit to the 

Arizona jurisdictional ratepayers. The purpose of non-product advertising is to promote 

the image of US WEST, not to attempt to sell specific products to ratepayers, which 

would increase regulated revenue in Arizona. While the Company may argue that it is 
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appropriate to promote the corporate or Company image, the link between non-product 

advertising and increased sales of regulated services in Arizona is remote and certainly 

not quantifiable. Therefore, it is appropriate to remove fiom the test year revenue 

requirement any non-producthmage advertising expenses. As shown in Exhibit E-1 7, the 

reduction to the test year intrastate expense is $3.477 million. 

IF THE COMPANY~S YEAR-END ANNUALEATION, WHERE THE COMPANY 

MULTIPLIED “ADJUSTED” DECEMBER 1999 AMOUNTS BY 12 TO DERIVE 

ANNUALIZED TEST YEAR NON-LABOR EXPENSES WERE ACCEPTED, WHAT 

WOULD BE THE ADJUSTMENT NEEDED TO REMOVE NON-PRODUCT 

ADVERTISING EXPENSE? 

As shown on Schedule E-17, in Note A, the adjustment needed to remove non-product 

advertising expense would be a reduction to intrastate expense of $9.830 million. 

15 E-78: Normalize Product Advertising Expense 
16 Q. 

17 

18 A. 

19 

20 

21 

22 

WHAT AMOUNT OF PRODUCT ADVERTISING EXPENSE DID U S WEST 

RECORD DURING THE TEST YEAR? 

According to the Company’s response to Data Request UTI-60-4, during the test year 

ended December 3 1,1999, U S WEST recorded **BEGIN U S WEST 

PROPRIETARY** 

advertising expense. 

**END U S WEST PROPRIETARY** million in product 
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HOW DOES THE AMOUNT OF PRODUCT ADVERTISING EXPENSE RECORDED . 

BY U S WEST DURING THE TEST YEAR COMPARE WITH THE LEVEL OF 

PRODUCT ADVERTISING EXPENSE FROM OTHER PERIODS? 

The amount U S WEST recorded for the test year is higher than the amounts it recorded 

in each of the years 1996,1998, and January through June, 2000 annualized as shown on 

Schedule E-18, Note A. 

PLEASE EXPLAIN YOUR PROPOSED ADJUSTMENT TO REMOVE NON- 

PRODUCT ADVERTISING EXPENSE. 

As shown on Schedule E-1 8, my recommended adjustment adjusts the excessive amount 

of product advertising expense recorded by the Company during the test year to a normal 

level. I used the four-year average for the period 1997 through 2000 to determine a 

normal level of product advertising expense. This adjustment reduces intrastate Corporate 

Operations Expense by **BEGIN US WEST PROPRIETARY** 

WEST PROPRIETARY**. 

**END US 

WHAT WOULD THE CORRESPONDING ADJUSTMENT AMOUNT BE IF USWC’S 

“DECEMBER 1999 ANNUALIZED~ APPROACH WERE THE STARTING POINT 

FOR THE TEST YEAR FIGURE? 

As shown in Note C on Schedule E-18, if USWC’s “December 1999 annualized’ 

approach were used, the amount of product advertising expense for the test year, as 

adjusted by USWC, would exceed $40 million. This is substantially higher than the 

amount of product advertising in any prior year, 1996 through 1999, and is also 
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substantially higher than the January through June, 2000, annualized level of product 

advertising expense of ***BEGIN US WEST CONFIDENTIAL*** 

***END US WEST CONFIDENTIAL*** Consequently, if the USWC “December 1999 

annualized” approach were used, the adjustment to normalize product advertising 

expense would be much larger. As shown on Schedule E-1 8, in Note C, the necessary 

adjustment would be a reduction to intrastate operating expense of ***BEGIN US WEST 

CONFIDENTIAL* * * ***END US WEST CONFIDENTIAL*** 

E-79: Remove Sports Team Sponsorship Expense 
Q. PLEASE EXPLAIN YOUR PROPOSED ADJUSTMENT TO REMOVE NON- 

PRODUCT ADVERTISING EXPENSE. 

A. This adjustment is shown on Schedule E-19, and reduces intrastate Corporate Operations 

Expense by **BEGIN U S WEST PROPRIETARY** 

PROPRIETARY** million. It removes the amount of corporate sponsorship costs in the 

test year for the professional sports teams, including **BEGIN U S WEST 

PROPRIETARY** 

Arizona Diamondbacks and **BEGIN U S WEST PROPRIETARY** 

**END U S WEST PROPRIETARY** for the Phoenix Suns. These sponsorships are 

**END U S WEST 

**END U S WEST PROPRIETARY** for the 

similar to brand advertising, discussed earlier, and should be removed fiom the test year 

for similar reasons. 

E-20: Remove Olympic Games Expenses 
Q. PLEASE EXPLAIN YOUR PROPOSED ADJUSTMENT TO REMOVE OLYMPIC 

GAMES EXPENSES. 
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This adjustment is shown on Schedule E-20, and reduces intrastate expense by $1.415 

million to remove the amount of Olympic Games expense from the test year. U S 

WEST’S Olympic Games sponsorship are similar to brand advertising, discussed above, 

and should be removed fiom the test year for similar reasons. 

DOES YOUR TESTIMONY AS FEED HEREIN REPRESENT A COMPLETE 

ANALYSIS OF USWC’S 1999 TEST YEAR FILING? 

No, it does not. As I noted above and as RUCO witness Smith describes in more detail in 

his testimony, as of the date of this writing, a number of issues affecting the USWC 

Arizona intrastate revenue requirement were still under analysis due primarily to the 

aggressive schedule established for analysis of USWC’s 1999 test year filing and 

USWC’s failure to provide responsive answers to data requests within the five calendar 

day time frame provided for in the procedural schedule; consequently, USWC and RUCO 

reached an agreement that RUCO will be able to present additional adjustments at the 

surrebuttal phase of this proceeding after having an opportunity to review and analyze 

information provided by USWC. Some examples of issues still under analysis by us 

were listed above in my testimony, and additional areas are listed in the testimony of 

RUCO witness Smith. These listings of issues still under investigation is believed to be 

representative, but is not necessarily fully inclusive of areas in which additional 

testimony and adjustments may be warranted. 

DOES THIS COMPLETE YOUR TESTIMONY? 

Yes, it does. 
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APPENDIX I 
QUALIFICATIONS OF HUGH LARKIN. JR. 

WHAT IS YOUR OCCUPATION? 

I am a certified public accountant and a partner in the firm of Larkin & 
Associates, Certified Public Accountants, with offices at 15728 Farmington Road, 
Livo n ia , Michigan . 

PLEASE DESCRIBE YOUR EDUCATION AND EXPERIENCE. 

I graduated from Michigan State University in 1960. During 1961 and 1962, I 
fulfilled my military obligations as an officer in the United States Army. 

In 1963 I was employed by the certified public accounting firm of Peat, Mawick, 
Mitchell & Co., as a junior accountant. I became a certified public accountant in 
1966. 

In 1968 I was promoted to the supervisory level at Peat, Marwick, Mitchell & Co. 
As such, my duties included the direction and review of audits of various types of 
business organizations, including manufacturing, service, sales and regulated 
companies. 

Through my education and auditing experience of manufacturing operations, I 
obtained an extensive background of theoretical and practical cost accounting. 

I have audited companies having job cost systems and those having process 
cost systems, utilizing both historical and standard costs. 

I have a working knowledge of cost control, budgets and reports, the 
accumulation of overheads and the application of same to products on the 
various recognized methods. 

Additionally, I designed and installed a job cost system for an automotive parts 
manufacturer. 

I gained experience in the audit of regulated companies as the supervisor in 
charge of all railroad audits for the Detroit office of Peat, Marwick, including 
audits of the Detroit, Toledo and lronton Railroad, the Ann Arbor Railroad, and 
portions of the Penn Central Railroad Company. In 1967, I was the supervisory 
senior accountant in charge of the audit of the Michigan State Highway 
Department, for which Peat, Marwick was employed by the State Auditor 
General and the Attorney General. 
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In October of 1969, I left Peat, Marwick to become a partner in the public 
accounting firm of Tischler & Lipson of Detroit. In April of 1970, I left the latter 
firm to form the certified public accounting firm of Larkin, Chapski & Company. 
In September 1982 I re-organized the firm into Larkin & Associates, a certified 
public accounting firm. The firm of Larkin & Associates performs a wide variety 
of auditing and accounting services, but concentrates in the area of utility 
regulation and ratemaking. I am a member of the Michigan Association of 
Certified Public Accountants and the American Institute of Certified Public 
Accountants. I testified before the Michigan Public Service Commission and in 
other states in the following cases: 

u-3749 Consumers Power Company - Electric 
Michigan Public Service Commission 

Detroit Edison Company 
Michigan Public Service Commission 

Consumers Power Company - Gas 
Michigan Public Service Commission 

Consumers Power Company - Electric 
Michigan Public Service Commission 

U-39 1 0 

U-4331 

U-4332 

U-4293 Michigan Bell Telephone Company 
Michigan Public Service Commission 

Michigan Consolidated Gas sale to 
Consumers Power Company 
Michigan Public Service Commission 

Consumers Power Company - Electric 
Michigan Public Service Commission 

U-4498 

U-4576 

u-4575 Michigan Bell Telephone Company 
Michigan Public Service Commission 

Consumers Power Company - Gas - Rehearing 
Michigan Public Service Commission 

Chesapeake and Potomac Telephone Compan] of 
Maryland, Public Service Commission, 
State of Maryland 

New England Telephone and Telegraph Co. 
State of Maine Public Utilities Commission 

U-4331 R 

681 3 

Formal Case 
No. 2090 
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Dockets 574, 
575,576 

U-5131 

U-5125 

R-4840 & U-4621 

U-4835 

36626 

American Arbitration 
Assoc. 

760842-TP 

U-533 1 

U-5125R 

77049 1 -TP 

77-554-EL-AIR 

78-284-EL-AEM 

OR78-1 

78-622-EL-FAC 

Sierra Pacific Power Company, 
Public Service Commission, State of Nevada 

Michigan Power Company 
Michigan Public Service Commission 

Michigan Bell Telephone Company 
Michigan Public Service Commission 

Consumers Power Company 
Michigan Public Service Commission 

Hickory Telephone Company 
Michigan Public Service Commission 

Sierra Pacific Power Company v. Public Service 
Commission, et al, First Judicial District Court of the 
State of Nevada 

City of Wyoming v. General Electric 
Cable TV 

Southern Bell Telephone and Telegraph Company, 
Florida Public Service Commission 

Consumers Power Company 
Michigan Public Service Commission 

Michigan Bell Telephone Company 
Michigan Public Service Commission 

Winter Park Telephone Company, 
Florida Public Service Commission 

Ohio Edison Co., Public Utility Commission of Ohio 

Dayton Power and Light Co., Public Utility Commission 
of Ohio 

Trans Alaska Pipeline, Federal Energy 
Regulatory Commission (FERC) 

Ohio Edison Co., Public Utility Commission of Ohio 
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U-5732 

77-1 249-EL-AIR, 
et al 

78-677-EL-AIR 

u-5979 

790084-TP 

79-1 1 -EL-AIR 

79031 6-WS 

79031 7-WS 

u-I 345 

79-537-EL-AI R 

80001 1 -EU 

80000 1 -EU 

U-5979-R 

8001 19-EU 

81 0035-TP 

Consumers Power Company - Gas, 
Michigan Public Service Commission 

Ohio Edison Co., Public Utility Commission of Ohio 

Cleveland Electric Illuminating Co., 
Public Utility Commission of Ohio 

Consumers Power Company, 
Michigan Public Service Commission 

General Telephone Company of Florida, 
Florida Public Service Commission 

Cincinnati Gas and Electric Co., 
Public Utilities Commission of Ohio 

Jacksonville Suburban Utilities Corp., 
Florida Public Service Commission 

Southern Utility Company, 
Florida Public Service Commission 

Arizona Public Service Company, 
Arizona Corporation Commission 

Cleveland Electric Illuminating Co., 
Public Utilities Commission of Ohio 

Tampa Electric Company, 
Florida Public Service Commission 

Gulf Power Company, 
Florida Public Service Commission 

Consumers Power Company, 
Michigan Public Service Commission 

Florida Power Corporation, 
Florida Public Service Commission 

Southern Bell Telephone and Telegraph Company, 
Florida Public Service Commission 
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800367-WS 

TR-81-208** 

81 0095-TP 

U-6794 

U-6798 

81 01 36-EU 

E-002/GR-8 1 -342 

820001 -EU 

8 1 02 1 0-TP 

81021 1-TP 

81 0251 -TP 

81 0252-TP 

8400 

U-6949 

18328 

General Development Utilities, Inc., Port Malabar, 
Florida Public Service Commission 

Southwestern Bell Telephone Company, 
Missouri Public Service Commission 

General Telephone Company of Florida, 
Florida Public Service Commission 

Michigan Consolidated Gas Company, 16 refunds 
Michigan Public Service Commission 

Cogeneration and Small Power Production -PURPA, 
Michigan Public Service Commission 

Gulf Power Company, 
Florida Public Service Commission 

Northern State Power Company 
Minnesota Public Utilities Commission 

General Investigation of Fuel Cost Recovery Clauses, 
Florida Public Service Commission 

Florida Telephone Corporation, 
Florida Public Service Commission 

United Telephone Co. of Florida, 
Florida Public Service Commission 

Quincy Telephone Company, 
Florida Public Service Commission 

Orange City Telephone Company, 
Florida Public Service Commission 

East Kentucky Power Cooperative, Inc., 
Kentucky Public Service Commission 

Detroit Edison Company - Partial and Immediate Rate 
Increase 
Michigan Public Service Commission 

Alabama Gas Corporation, 
Alabama Public Service Commission 
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U-6949 

820007-EU 

820097-EU 

8201 50-EU 

18416 

8201 00-EU 

U-7236 

U-6633-R 

U-6797-R 

82-267-EFC 

U-5510-R 

82-240-E 

8624 

8648 

U-7065 

Detroit Edison Company - Final Rate Recommendation 
Michigan Public Service Commission 

Tampa Electric Company, 
Florida Public Service Commission 

Florida Power & Light Company, 
Florida Public Service Commission 

Gulf Power Company, 
Florida Public Service Commission 

Alabama Power Company, 
Public Service Commission of Alabama 

Florida Power Corporation, 
Florida Public Service Commission 

Detroit Edison-Burlington Northern Refund 
Michigan Public Service Commission 

Detroit Edison - MRCS Program, 
Michigan Public Service Commission 

Consumers Power Company - MRCS Program, 
Michigan Public Service Commission 

Dayton Power & Light Company, 
Public Utility Commission of Ohio 

Consumers Power Company - Energy Conservation 
Finance Program, 
Michigan Public Service Commission 

South Carolina Electric & Gas Company, 
South Carolina Public Service Commission 

Kentucky Utilities, 
Kentucky Public Service Commission 

East Kentucky Power Cooperative, Inc., 
Kentucky Public Service Commission 

The Detroit Edison Company (Fermi II), 
Michigan Public Service Commission 
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U-7350 

820294-TP 

Order 
RH-1 -83 

8738 

82-1 68-EL-EFC 

6714 

82-1 65-EL-EFC 

83001 2-EU 

E R-83-206** 

U-4758 

8836 

8839 

83-07-1 5 

81 -0485-WS 

U-7650 

Generic Working Capital Requirements, 
Michigan Public Service Commission 

Southern Bell Telephone Company, 
Florida Public Service Commission 

Westcoast Gas Transmission Company, Ltd., 
Canadian National Energy Board 

Columbia Gas of Kentucky, Inc., 
Kentucky Public Service Commission 

Cleveland Electric Illuminating Company, 
Public Utility Commission of Ohio 

Michigan Consolidated Gas Company Phase II, 
Michigan Public Service Commission 

Toledo Edison Company, 
Public Utility Commission of Ohio 

Tampa Electric Company, 
Florida Public Service Commission 

Arkansas Power & Light Company, 
Missouri Public Service Commission 

The Detroit Edison Company - (Refunds), 
Michigan Public Service Commission 

Kentucky American Water Company, 
Kentucky Public Service Commission 

Western Kentucky Gas Company, 
Kentucky Public Service Commission 

Connecticut Light & Power Company, 
Department of Utility Control State of Connecticut 

Palm Coast Utility Corporation, 
Florida Public Service Commission 

Consumers Power Company - (Partial and Immediate), 
Michigan Public Service Commission 
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83-662** 

U-7650 

U-6488-R 

Docket No. 15684 

U-7650 
Reopened 

38-1 039** 

83-1 226 

u-7395 & u-7397 

82001 3-WS 

U-7660 

U-7802 

830465-El 

u-7777 

u-7779 

Continental Telephone Company, 
Nevada Public Service Commission 

Consumers Power Company - Final 
Michigan Public Service Commission 

Detroit Edison Co. (FAC & PIPAC Reconciliation), 
Michigan Public Service Commission 

Louisiana Power & Light Company, 
Public Service Commission of the State of Louisiana 

Consumers Power Company (Reopened Hearings) 
Michigan Public Service Commission 

CP National Telephone Corporation 
Nevada Public Service Commission 

Sierra Pacific Power Company (Re application to form 
hold i ng company ) , 
Nevada Public Service Commission 

Campaign Ballot Proposals 
Michigan Public Service Commission 

Seacoast Utilities 
Florida Public Service Commission 

Detroit Edison Company 
Michigan Public Service Commission 

Michigan Gas Utilities Company 
Michigan Public Service Commission 

Florida Power & Light Company 
Florida Public Service Commission 

Michigan Consolidated Gas Company 
Michigan Public Service Commission 

Consumers Power Company 
Michigan Public Service Commission 
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U-7480-R 

U-7488-R 

U-7484-R 

U-7550-R 

U-7477-R 

U-75 1 2-R 

18978 

9003 

R-842583 

9006* 

U-7830 

7675 

5779 

U-7830 

Michigan Consolidated Gas Company 
Michigan Public Service Commission 

Consumers Power Company - Gas 
Michigan Public Service Commission 

Michigan Gas Utilities Company 
Michigan Public Service Commission 

Detroit Edison Company 
Michigan Public Service Commission 

Indiana & Michigan Electric Company 
Michigan Public Service Commission 

Consumers Power Company - Electric 
Michigan Public Service Commission 

Continental Telephone Company of the South - 
Alabama, Alabama Public Service Commission 

Columbia Gas of Kentucky, Inc. 
Kentucky Public Service Commission 

Duquesne Light Company 
Pennsylvania Public Utility Commission 

Big Rivers Electric Corporation 
Kentucky Public Service Commission 
*Company withdrew filing 

Consumers Power Company - Electric (Partial and 
Immediate) Michigan Public Service Commission 

Consumers Power Company - Customer Refunds 
Michigan Public Service Commission 

Houston Lighting & Power Company 
Texas Public Utility Commission 

Consumers Power Company - Electric - 
"Financial Stabilization" 
Michigan Public Service Commission 
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I -  

U-4620 

U-I 6091 

91 63 

U-7830 

U-4620 

U-6633-R 

19297 

9283 

850050-El 

R-850021 

TR-85-179** 

6350 

6350 

Mississippi Power & Light Company (Interim) 
Mississippi Public Service Commission 

Louisiana Power & Light Company 
Louisiana Public Service Commission 

Big Rivers Electric Corporation 
Kentucky Public Service Commission 

Consumers Power Company - Electric - (Final) 
Michigan Public Service Commission 

Mississippi Power & Light Company - (Final) 
Mississippi Public Service Commission 

Detroit Edison (Refund - Appeal of U-4807) 
lngham County Circuit Court 
Michigan Public Service Commission 

Detroit Edison (MRCS Program Reconciliation) 
Michigan Public Service Commission 

Continental Telephone Company of the South - 
Alabama, Alabama Public Service Commission 

Kentucky American Water Company 
Kentucky Public Service Commission 

Tampa Electric Company 
Florida Public Service Commission 

Duquesne Light Company 
Pennsylvania Public Service Commission 

United Telephone Company of Missouri 
Missouri Public Service Commission 

El Paso Electric Company 
The Public Utility Board of the City of El Paso 

El Paso Electric Company 
Public Utility Commission of Texas 
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85-53476AA 
& 

85-534855M 

U-8091/ 
U-8239 

9230 

85-2 I 2 

850782-El 
& 

850783-El 

ER-85646001 
& 

E R-8564700 1 

Civil Action * 
NO. 2185-0652 

Docket No. 
850031 -WS 

Docket No. 
84041 9-SU 

R-860378 

R-850267 

R-860378 

Docket No. 
8501 51 

Docket No. 

Detroit Edison-refund-Appeal of U-4758 
lngham County Circuit Court 
Michigan Public Service Commission 

Consumers Power Company-Gas 
Michigan Public Service Commission 

Leslie County Telephone Company, Inc. 
Kentucky Public Service Commission 

Central Maine Power Company 
Maine Public Service Commission 

Florida Power & Light Company 
Florida Public Service Commission 

New England Power Company 
Federal Energy Regulatory Commission 

Allegheny & Western Energy Corporation, Plaintiff, - 
against - The Columbia Gas System, Inc., Defendant 

Orange Osceola Utilities, Inc. 
Before the Florida Public Service Commission 

Florida Cities Water Company 
South Ft. Myers Sewer Operations 
Before the Florida Public Service Commission 

Duquesne Light Company 
Pennsylvania Public Service Commission 

Pennsylvania Power Company 
Pennsylvania Public Service Commission 

Duquesne Light Company - Surrebuttal Testimony - 
OCA Statement No. 2D 
Pennsylvania Public Service Commission 

Marco Island Utility Company 
Before the Florida Public Service Commission 

Gulf States Utilities Company 
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71 95 (Interim) 

R-850267 Reopened 

Docket No. 
87-0 1 -03 

Docket No. 5740 

1345-85-367 

Docket 01 1 

Case No. 29484 

Docket No. 7460 

Docket No. 
870092-WS* 

Case No. 9892 

Docket No. 
3673-U 

Docket No. 
U-8747 

Docket No. 
86 1 564-WS 

Docket No. 
FA86-19-001 

Docket No. 
870347-TI 

Public Utility Commission of Texas 

Pennsylvania Power Company 
Pennsylvania Public Service Commission 

Connecticut Natural Gas Corporation 
Connecticut Department of Public Utility Control 

Hawaiian Electric Company 
Hawaii Public Utilities Commission 

Arizona Public Service Company 
Arizona Corporation Commission 

Tax Reform Act of 1986 - California No. 86-1 1-01 9 
California Public Utilities Commission 

Long Island Lighting Company 
New York Department of Public Service 

El Paso Electric Company 
Public Utility Commission of Texas 

Citrus Springs Utilities 
Before the Florida Public Service Commission 

Dickerson Lumber EP Company - Complainant vs. 
Farmers Rural Electric Cooperative and East 
Kentucky Power Cooperative - Defendants 
Before the Kentucky Public Service Commission 

Georgia Power Company 
Before the Georgia Public Service Commission 

Anchorage Water and Wastewater Utility 
Report on Management Audit 

Century Utilities 
Before the Florida Public Service Commission 

Systems Energy Resources, lnc. 
Federal Energy Regulatory Commission 

AT&T Communications of the 
Southern States, Inc. 
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Florida Public Service Commission 

Docket No. 
870980-WS 

Docket No. 
8 7 06 54- W S * 

Docket No. 
870853 

Civil Action* 
NO. 87-0446-R 

Docket No. 
E-2, Sub 537 

Case No. U-7830 

Docket No. 
880069-TL 

Case No. 
U-7830 

Docket No. 
880355-El 

Docket No. 
880360-El 

Docket No. 
FA86-19-002 

Docket Nos. 
83-0537-Remand & 
84-0555-Remand 

St. Augustine Shores Utilities Inc. 
Florida Public Service Commission 

North Naples Utilities, Inc. 
Florida Public Service Commission 

Pennsylvania Gas & Water Company 
Pennsylvania Public Utility Commission 

Reynolds Metals Company, Plaintiff, v. 
The Columbia Gas System, Inc., Commonwealth 
Gas Services, Inc., Commonwealth Gas Pipeline 
Corporation, Columbia Gas Transmission 
Corporation, Columbia Gulf Transmission 
Company, Defendants - In the United States District 
Court for the Eastern District of Virginia - Richmond 
Division 

Carolina Power & Light Company 
North Carolina Utilities Commission 

Consumers Power Company - Step 2 Reopened 
Michigan Public Service Commission 

Southern Bell Telephone & Telegraph 
Florida Public Service Commission 

Consumers Power Company - Step 3B 
Michigan Public Service Commission 

Florida Power & Light Company 
Florida Public Service Commission 

Gulf Power Company 
Florida Public Service Commission 

System Energy Resources, Inc. 
Federal Energy Regulatory Commission 

Commonwealth Edison Company 
Illinois Commerce Commission 
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Docket Nos. 
83-0537-Remand & 
84-0555-Remand 

Docket No. 
880537-SU 

Docket No. 
881 167-EI*** 

Docket No. 
881 503-WS 

Cause No. 
U-89-2688-T 

Docket No. 
89-68 

Docket No. 
861 190-PU 

Docket No. 
89-08-1 1 

Docket No. 
R-89 1 364 

Formal Case 
No. 889 

Case No. 88/546* 

Case No. 87-1 1628" 

Case No. 
89-640-G-42T* 

Commonwealth Edison Company -Surrebuttal 
Illinois Commerce Commission 

Key Haven Utility Corporation 
Florida Public Service Commission 

Gulf Power Company 
Florida Public Service Commission 

Poinciana Utilities, Inc. 
Florida Public Service Commission 

Puget Sound Power & Light Company 
Washington Utilities & Transportation Committee 

Central Maine Power Company 
Maine Public Utilities Commission 

Proposal to Amend Rule 25-14.003, F.A.C. 
Florida Public Service Commission 

The United Illuminating Company 
State of Connecticut, Department of Public Utility 
Control 

The Philadelphia Electric Company 
Pennsylvania Public Utility Commission 

Potomac Electric Power Company 
Public Service Company of the District of Columbia 

Niagara Mohawk Power Corporation, et al Plaintiffs, 
v. Gulf+Western, Inc. et al, defendants 
(In the Supreme Court County of Onondaga, 
State of New York) 

Duquesne Light Company, et al, plaintiffs, against 
Gulf + Western, Inc. et al, defendants 
(In the Court of the Common Pleas of Allegheny 
County, Pennsylvania Civil Division) 

Mountaineer Gas Company 
West Virginia Public Service Commission 
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Docket No. 89031 9-El Florida Power & Light Company 
Florida Public Service Commission 

Docket No. 
EM-891 10888 

Jersey Central Power & Light Company 
Board of Public Utilities Commissioners 

Docket No. 891 345-El Gulf Power Company 
Florida Public Service Commission 

BPU Docket No. 
ER 881 1 0912J 

Jersey Central Power & Light Company 
Board of Public Utilities Commissioners 

Docket No. 6531 Hawaiian Electric Company 
Hawaii Public Utilities Commissioners 

Docket No. 890509-WU Florida Cities Water Company, Golden Gate 
Division 
Florida Public Service Commission 

Docket No. 880069-TL Southern Bell Telephone Company 
Florida Public Service Commission 

Docket Nos. F-3848, 
F-3849, and F-3850 

Northwestern Bell Telephone Company 
South Dakota Public Utilities Commission 

Docket Nos. ER89-* 
678-000 & EL90-16-000 

System Energy Resources, Inc. 
Federal Energy Regulatory Commission 

Docket No. 5428 Green Mountain Power Corporation 
Vermont Department of Public Service 

Docket No. 90-10 Artesian Water Company, Inc. 
Delaware Public Service Commission 

Case No. 90-243-E-42T* Wheeling Power Company 
West Virginia Public Service Commission 

Docket No. 900329-WS Southern States Utilities, Inc. 
Florida Public Service Commission 

Docket Nos. ER89-* 
678-000 & EL90-16-000 

System Energy Resources, Inc. (Surrebuttal) 
Federal Energy Regulatory Commission 

Application No. 
90-1 2-01 8 

Southern California Edison Company 
California Public Utilities Commission 
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Docket No. 90-0127 

Docket No. 
FA-89-2 8-000 

Docket No. 
U-I 551 -90-322 

Docket No. 
R-911966 

Docket No. 176-71 7-U 

Docket No. 860001 -El-G 

Docket No. 
6720-TI-I 02 

(No Docket No.) 

Docket No. 6998 

Docket No. TC91-040A 

Docket Nos. 91 1030-WS 
& 91 1067-WS 

Docket No. 91 0890-El 

Docket No. 91 0890-El 

Case No. 3L-74159 

Central Illinois Lighting Company 
Illinois Commerce Commission 

System Energy Resources, Inc. 
Federal Energy Regulatory Commission 

Southwest Gas Corporation 
Before the Arizona Corporation Commission 

Pennsylvania Gas & Water Company 
The Pennsylvania Public Utility Commission 

United Cities Gas Company 
Kansas Corporation Commission 

Florida Power Corporation 
Florida Public Service Commission 

Wisconsin Bell, Inc. 
Wisconsin Citizens' Utility Board 

Southern Union Gas Company 
Before the Public Utility Regulation Board 
of the City of El Paso 

Hawaiian Electric Company, Inc. 
Before the Public Utilities Commission of the State 
of Hawaii 

In the Matter of the Investigation into the Adoption 
of a Uniform Access Methodology 
Before the Public Utilities Commission of the State 
of South Dakota 

General Development Utilities, Inc. 
Before the Florida Public Service Commission 

Florida Power Corporation 
Before the Florida Public Service Commission 

Florida Power Corporation, Supplemental 
Before the Florida Public Service Commission 

Idaho Power Company, an Idaho corporation 

Page 16 of 21 



Cause No. 39353* 

Docket No. 90-0169 
(Remand) 

Docket No. 92-06-05 

Cause No. 39498 

Cause No. 39498 

Docket No. 7287 

Docket No. 92-227-TC 

Docket No. 92-47 

Docket Nos. 920733-WS 
& 920734-WS 

Docket No. 92-1 1-1 1 

Docket Nos.EC92-21-000 
& ER92-806-000 

In the District Court of the Fourth Judicial District of , 

the State of Idaho, In and For the County of Ada - 
Magistrate Division 

Indiana Gas Company 
Before the Indiana Utility Regulatory Commission 

Commonwealth Edison Company 
Before the Illinois Commerce Commission 

The United Illuminating Company 
State of Connecticut, Department of Public Utility 
Control 

PSI Energy, Inc. 
Before the State of Indiana - Indiana Utility 
Regulatory Commission 

PSI Energy, Inc. - Surrebuttal testimony 
Before the State of Indiana - Indiana Utility 
Regulatory Commission 

Public Utilities Commission - Instituting a 
Proceeding to Examine the Gross-up of ClAC 
Before the Public Utilities Commission of the State 
of Hawaii 

US West Communications, Inc. 
Before the State Corporation Commission of the 
State of New Mexico 

Diamond State Telephone Company 
Before the Public Service Commission of the State 
of Delaware 

General Development Utilities, Inc. 
Before the Florida Public Service Commission 

Connecticut Light & Power Company 
State of Connecticut, Department of Public Utility 
Control 

Entergy Corporation 
Before the Federal Energy Regulatory Commission 
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Docket No. 930405-El 

Docket No. UE-92-1262 

Docket No. 93-02-04 

Docket No. 93-02-04 

Docket No. 93-057-01 

Cause No. 39353 
(Phase II) 

PU-314-92-1060 

Cause No. 39713 

93-UA-0301* 

Docket No. 93-08-06 

Docket No. 93-057-01 

Florida Power & Light Company 
Before the Florida Public Service Commission 

Puget Sound Power & Light Company 
Before the Washington Utilities & Transportation 
Commission 

Connecticut Natural Gas Corporation 
State of Connecticut, Department of Public Utility 
Control 

Connecticut Natural Gas Corp., Supplemental 
State of Connecticut, Department of Public Utility 
Control 

Mountain Fuel Supply Company 
Before the Utah Public Service Commission 

Indiana Gas Company 
Before the Indiana Utility Regulatory Commission 

US West Communications, Inc. 
Before the North Dakota Public Service 
Commission 

Indianapolis Water Company 
Before the Indiana Utility Regulatory Commission 

Mississippi Power & Light Company 
Before the Mississippi Public Service Commission 

SNET America, Inc. 
State of Connecticut, Department of Public Utility 
Control 

Mountain Fuel Supply Company - Rehearing on 
Unbilled Revenues - Before the Utah Public Service 
Commission 

Case No. 78-TI 19-0013-94 Guam Power Authority vs. U.S. Navy Public Works 
Center, Guam - Assisting the Department of 
Defense in the investigation of a billing dispute. 
Before the American Arbitration Association 
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Application No. 
93-12-025 - Phase I 

Case No. 
94-0027-E-42T 

Case No. 
94-0035-E-42T 

Docket No. 930204-WS** 

Docket No. 5258-U 

Case No. 95-001 1 -G-42T* 

Case No. 95-0003-G-42T* 

Docket No. 95-02-07 

Docket No. 95-057-02* 

Docket No. 95-03-01 

Southern California Edison Company 
(Before the California Public Utilities Commission) 

Potomac Edison Company 
(Before the Public Service Commission of West 
Virginia) 

Monongahela Power Company 
(Before the Public Service Commission of West 
Virginia) 

Jacksonville Suburban Utilities Corporation 
(Before the Florida Public Service Commission) 

Southern Bell Telephone and Telegraph Company 
(Before the Georgia Public Service Commission) 

Mountaineer Gas Company 
(Before the West Virginia Public Service 
Commission) 

Hope Gas, Inc. 
(Before the West Virginia Public Service 
Commission) 

Connecticut Natural Gas Corporation 
State of Connecticut, Department of Public Utility 
Control 

Mountain Fuel Supply 
Before the Utah Public Service Commission 

Southern New England Telephone Company 
State of Connecticut, Department of Public Utility 
Control 

BRC Docket No. EX93060255 

OAL Docket PUC96734-94 Costs Associated with Electric Utility Power 
Purchases from Cogenerators and Small Power 
Producers 
Before the New Jersey Board of Public Utilities 

Generic Proceeding Regarding Recovery of 
Capacity 

Docket No. 
U-I 933-95-31 7 

Tucson Electric Power 
Before the Arizona Corporation Commission 
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I Docket No. 950495-WS 

~ Docket No. 960409-El 

~ 

Docket No. 960451 -WS 

Docket No. 94-10-05 

Docket No. 96-UA-389 

Docket No. 9701 71-EU 

Case No. PUE960296 * 

Docket No. 97-035-01 

Docket No. 
G-03493A-98-0705* 

Docket No. 98-10-07 

I 
Docket No. 98-10-07 

I Docket No. 99-02-05 

Southern States Utilities 
Before the Florida Public Service Commission 

Prudence Review to Determine Regulatory 
Treatment of Tampa Electric Company's Polk Unit 1 

United Water Florida 
Before the Florida Public Service Commission 

Southern New England Telephone Company 
State of Connecticut 
Department of Public Utility Control 

Generic Docket to Consider Competition in the 
Provision of Retail Electric Service 
Before the Public Service Commission of the State 
of Mississippi 

Determination of appropriate cost allocation and 
regulatory treatment of total revenues associated 
with wholesale sales to Florida Municipal Power 
Agency and City of Lakeland by Tampa Electric 
Company 
Before the Florida Public Service Commission 

Virginia Electric and Power Company 
Before the Commonwealth of Virginia 
State Corporation Commission 

PacifiCorp, dba Utah Power & Light Company 
Before the Public Service Commission of Utah 

Black Mountain Gas Division of Northern States 
Power Company, Page Operations 
Before the Arizona State Corporation Commission 

United Illuminating Company 
State of Connecticut, 
Department of Public Utility Control 

Connecticut Light 81 Power Company 
State of Connecticut, 
Department of Public Utility Control 

Connecticut Power & Light Company 
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Docket No. 99-03-36 

Docket No. 99-03-35 

Docket No. 99-03-04 

Docket No. 99-08-02 

Docket No. 99-08-09 

Docket No. 99-07-20 

Docket No. 99-09-03 

*Case Settled 
**Issues Stipulated 

State of Connecticut, 
Department of Public Utility Control 

Connecticut Power & Light Company 
State of Connecticut, 
Department of Public Utility Control 

United Illuminating Company 
State of Connecticut, 
Department of Public Utility Control 

United Illuminating Company 
State of Connecticut, 
Department of Public Utility Control 

Yankee Energy System, lnc. 
State of Connecticut, Department of Public Utility 
Control 

CTG Resources, Inc. 
State of Connecticut, Department of Public Utility 
Control 

Connecticut Energy Corporation 
State of Connecticut, Department of Public Utility 
Control 

Connecticut Natural Gas Corporation 
State of Connecticut, Department of Public Utility 
Control 
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Before the 

Arizona Corporation Commission 

In the Matter of the Application of US West ) 
Communications, Inc., A Colorado Corporation, ) 
for a hearing to determine the earnings of the ) 

making purposes, to fix a just and reasonable rate ) 
of return thereon and to approve rate schedules ) 

company, the fair value of the company for rate- ) DOCKET NO. T-0 105 1B-99-0 105 

Testimony of 

JOHN B. LEGLER 

On Behalf of the 

RESIDENTIAL UTILITY CONSUMER OFFICE 

, August 2000 
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PLEASE 

John B 

30622. 

Testimony of John B. Legler 

Before The 

Arizona Corporation Commission 

DOCKET NO. T-01051B-99-0105 

STATE YOUR NAME AND ADDRESS. 

Legler, 1040 St. Andrews Court, Bogart Georgia 

ON WHOSE BEHALF ARE YOU APPEARING? 

I am appearing on behalf of the Residential Utility Consumer 

Office. My academic affiliation until my recent retirement 

was professor of Banking and Finance in the Terry College of 

Business at the University of Georgia, Athens, Georgia. 

This testimony represents the opinion of the author. It 

carries no official endorsement by the University of 

Georgia. 

WHAT IS YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE? 

I received my B. A. with Honors in Economics from Allegheny 

College in 1962, and my M.S. and Ph.D. degrees in Economics 

from Purdue University in 1965 and 1967, respectively. I 

was an assistant professor of economics at Washington 

University, St. Louis, Missouri, where I also served as the 

Assistant Director of the Institute for Urban and Regional 

Studies from 1966-1971. I joined the University of Georgia 

faculty in the Fall of 1971 as an associate professor of 
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Banking and Finance. From 1971 to 1974, I served as 

administrator of the Research Division in the Institute of 

Government in addition to my teaching duties in the 

Department of Banking and Finance. I became Director of the 

Georgia Economic Forecasting Project on J u l y  1, 1974 and 

served in that capacity until September 15, 1982. I was 

promoted to full professor in 1977. I have been a 

consultant to federal, state and local government agencies 

in Alabama, Arizona, California, Connecticut, Florida, 

Georgia, Hawaii, Illinois, Kentucky, Louisiana, Maine, 

Maryland, Massachusetts, Michigan, Mississippi, Missouri, 

New Jersey, New Mexico, New York, North Carolina, North 

Dakota, Ohio, Pennsylvania, Rhode Island, South Carolina, 

Texas, Utah, Virginia and Washington. My consulting has 

been mainly in areas of economic forecasting, governmental 

finance, and the cost of capital. I have testified before 

the House Utilities Study Committee of the Georgia 

Legislature, the State Board of Equalization in Georgia, the 

Chatham County (Savannah) Superior Court, and the National 

Association of Security Dealers. 

My publications include many articles in professional 

journals, books and monographs. I am a member of Beta Gamma 

Sigma, a business honorary. Until recently I was a research 

associate of the National Bureau of Economic Research, Inc. 
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A .  

HAVE YOU SUBMITTED TESTIMONY IN OTHER HEARINGS BEFORE PUBLIC 

SERVICE COMMISSIONS OR OTHER REGULATORY AGENCIES? 

Yes, I have testified extensively before Commissions on the 

cost of capital. My participation in hearings before 

regulatory agencies is indicated in Schedule 1. I have 

submitted testimony and/or testified before this Commission 

on several occasions. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

I was retained to prepare a study on which to base an 

independent estimate of US West's cost of equity and overall 

cost of capital to be presented to the Commission. 

HAVE YOU REVIEWED THE TESTIMONY ON THE COST OF CAPITAL 

SUBMITTED BY THE COMPANY IN THIS CASE? 

Yes, I have. I have reviewed the testimony of Mr. Peter C. 

Cummings. Mr. Cummings recommends a cost of equity of 14% 

which I find to be excessive. 

DO YOU HA= ANY GENERAL COMMENTS ON THE APPLICATION OF 

FINANCE THEORY TO THE REGULATORY PROCESS BEFORE DEVELOPING 

YOUR ESTIMATE OF THE COST OF EQUITY? 

It is my opinion that the application of finance theory can 

provide help and guidance in the decision process, but that 

the issue of the fair rate of return is still largely 

judgmental. This is particularly true with respect to the 
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return on equity component of the overall rate of return. 

Each finance theory suffers from the necessity of making 

crucial assumptions requiring judgment in the process of its 

application. Although proponents of any particular theory 

tend to minimize or even overlook the importance of the 

necessary assumptions, often the assumptions that are 

necessarily made are crucial to their results. It is for 

this reason that I use several methods to estimate the cost 

of equity capital, using one method to check on the 

reasonableness of another. In addition, using several 

methods enables me to estimate a range rather than a single 

value for the rate of return on equity. I believe that 

providing the Commission with a zone of reasonableness with 

respect to the cost of equity capital permits the Commission 

the flexibility of weighing other factors such as the rate 

base and capital structure in its decision, with the 

assurance that the estimate of the cost of capital is within 

a reasonable range. I believe that, should this Commission 

adopt my recommendation, the Company would be afforded the 

opportunity to earn a fair rate of return consistent with 

the HoDe and Bluefield decisions. 

It is also my opinion that reasoned judgment is important at 

this time because of the volatility in the markets. The 

results of mechanical approaches to estimating the cost of 

equity are likely to change even on a daily basis. While 

4 



1 I 

1 

2 

3 

4 

5 

6 

1 

8 

9 

10 

11 

12 

13 

14 

15 

16 

11 

18 

19 

20 

21 

22 

23 

24 

these changes in the calculated cost of equity may be 

relevant for market investment decisions, I believe that 

estimating the cost of equity for ratemaking purposes must 

take a longer term view. 

Q. HOW DO YOU PROPOSE TO ORGANIZE YOUR TESTIMONY? 

A. For US West, my testimony is divided into the specific tasks 

necessary to arrive at the overall cost of capital. First, I 

discuss the appropriate capital structure. Next, I discuss 

the cost of debt, and develop the cost of common equity. 

The last task applies the cost of debt and the cost of 

common equity to the capital structure thereby determining a 

weighted average cost of capital. 

Q. PLEASE SUMMARIZE YOUR RECOMMENDATIONS IN THIS PROCEEDING. 

A. I recommend that the Company's proposal to use a cost rate 

for common equity of 13.00% be rejected. I recommend that a 

cost of common equity of 11.50% be adopted based on the 

Company's proposed capital structure and embedded cost rates 

for debt. My recommendations are summarized in an overall 

weighted average cost of capital of 9.51% compared to the 

Company's requested 10.86%. 
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Capital Structure 

WHAT CAPITAL STRUCTURE DO YOU ADOPT FOR PURPOSES OF 

CALCULATING A WEIGHTED AVERAGE COST OF CAPITAL? 

I have consistently supported the use of a consolidated 

capital structure approach for telephone utilities in recent 

years. With the increasing activity in the nonregulated 

sector of the business, I believe that separating the 

capital structure into regulated and nonregulated is 

reasonable. Accordingly, in principle, I support the use of 

the US West-AZ capital structure limited to regulated 

activities. 

The capital structure for USWC-Arizona is shown in Mr. 

Cummings testimony dated May 3 ,  2000. I have long supported 

the updating of capital structure, and should a more recent 

capital structure and embedded cost rates become available, 

I believe that the capital structure should be updated. The 

capital structure as of February 2000 consisted of 3 9 . 7 7 %  

long-term debt, 7 . 8 0 %  short-term debt, and 52.4% common 

equity. I find a capital structure with an equity ratio of 

less than 60% to be reasonable in comparison to other 

telephone companies. I do note that this capital structure 

includes short-term debt, and it appears that the short-term 

debt balance changes considerably over time. I will use 

this capital structure in making my weighted average cost of 

capital calculations pending a possible update. I consider 
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this capital structure to be tentative, but the issue of the 

capital structure is likely to be swamped by differences in 

the estimates of the cost of common equity among the 

witnesses. 
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Cost of Debt 

WHAT IS THE BASIS FOR DETERMINING THE COST OF DEBT? 

The cost incurred by the Company for debt is determined in 

the capital market at the time the debt is issued. Once 

issued, the debt becomes, in effect, a contractual 

arrangement between the Company and the investor. The cost 

will remain constant during the term of the investment and 

will not be altered by changes in the Company's financial 

integrity or general economic conditions. Thus, the cost of 

debt is the weighted average cost of the Company's embedded 

debt. 

WHAT COST RATE HAVE YOU ASSIGNED TO US WEST'S LONG-TERM 

DEBT? 

I have consistently adopted the position that embedded cost 

rates should be updated for known and measurable changes. 

The embedded cost rate should be consistent with the adopted 

capital structure if an actual capital structure is used. 

Accordingly, an embedded cost rate consistent with the 

capital structure as of February 2000 would be appropriate. 

It is approximately 7.54%. I am assuming that this rate is 

an actual rate for debt that has been placed and does not 

involve any forecasted rates. As in the case of the capital 

structure, should more recent embedded cost rates become 

available, the weighted cost of debt should be updated. 

26 
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Q. WHAT COST OF SHORT-TERM DEBT SHOULD BE USED IN CALCULATING 

THE WEIGHTED AVERAGE COST OF CAPITAL? 

A. Similar to the cost of long-term debt, the cost rate for 

short-term debt should be consistent with the adopted 

capital structure. Since I am assuming that the short-term 

debt balance is for debt in place, I will accept the 

Company's proposed rate. I also believe that this rate 

should be updated, if possible. 
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Cost of Equity 

Q. PLEASE DESCRIBE THE METHODS YOU USE IN ESTIMATING THE COST 

OF EQUITY CAPITAL FOR US WEST. 

A. The cost of common equity is a forward looking cost rate in 

typical rate cases, and this is no exception. Therefore, 

the standard methods used in rate cases are appropriate in 

case. I have considered two methods to estimate the 

of equity capital: (1) applications of finance theory, 

2 )  the comparable earnings approach. There are several 

applications of finance theory that may be considered: (1) 

the Capital Asset Pricing Model (CAPM), (2) the bond yield 

dividend yield plus 

traditional comparable 

return directly by 

ty earned by other 

companies with similar risks. The applications of finance 

theory rely on data on stock market returns and are 

considered indirect measures. The ultimate task requires 

that these returns on market be translated into return on 

book for regulatory purposes. 

plus risk premium method, and ( 3 )  the 

growth or simply the DCF method. The 

earnings method estimates the rate of 

analyzing rates of return on book equ 

Q. ARE THESE THE SAME METHODS YOU HAVE USED IN COST OF CAPITAL 

TESTIMONY BEFORE THIS AND OTHER REGULATORY COMMISSIONS? 

A. Yes, they are. Over the years I have made certain 

refinements in my testimony, but the basic methods remain 

10 
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the same. I have performed the same basic analysis that I 

have used in testimony before Commissions for many years. 

Discounted Cash Flow Method 

Q. DID YOU USE THE "DIVIDEND YIELD PLUS GROWTH RATE METHOD" TO 

ASSIST IN ESTIMATING THE COST OF EQUITY FOR U.S.WEST? 

A. Yes, I did. 

Q. PLEASE EXPLAIN THE METHOD AND HOW YOU USED IT IN THIS CASE. 

A. This method recognizes that investors in stocks expect to 

receive total returns consisting of dividends and capital 

gains. Although investors may in fact suffer capital 

losses, it is reasonable to assume that most investors woi Id 

not buy a common stock unless there were reasonably good 

prospects that the stock would increase in value over time. 

Since US West-Arizona stock is not publicly traded, a proxy 

must be used in implementing this method. As a first 

approximation, the parent corporation is often used where 

the estimate for a subsidiary is involved. Since there is 

considerable merger activity in the industry, I have applied 

the DCF method to data for groups of independent telephone 

companies and the remaining Bell Regional Holding Companies. 
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The basic equation used to describe this method, which is 

commonly known as the DCF method and is widely used in rate 

of return testimony, is: 

k = D,/Po + g 

where, 

k = the cost of equity 

D, = the dividend next period 

Po = the market price of the stock 

g = the expected growth rate. 

This is a Ilconstant growth model"; and in its simplest form 

it is assumed that a company has a constant payout ratio and 

its earnings are expected to grow at a constant rate. Thus, 

if a stock has a market price of $30 a share and an expected 

annual dividend in the coming year of $3  a share, and if its 

earnings were expected to grow at 5% a year, then the cost 

of equity for the company is the 10% dividend yield plus the 

growth rate of 5% or a total of 15%. 

Q. DO YOU BELIEVE THAT THE ANNUAL VERSION OF THE DCF MODEL IS 

ADEQUATE FOR MEASURING A UTILITY'S COST OF EQUITY? 

A. Yes, I do. The annual version of the DCF model typically is 

criticized for its failure to recognize that dividends are 

paid on a quarterly basis. In my opinion, it is important 

to remember the context in which the DCF model is being 

used. Essentially, the purpose of estimating the cost of 

equity is to enable the calculation of the revenues required 

12 



1 

2 

3 

4 
5 

6 

7 

8 

9 

10 

13 

12 

13 

14 

25 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

to meet investors' return requirements. The ultimate 

question is with respect to the adequacy of the revenue 

dollars to meet those requirements. While it may be argued 

that reinvestment of quarterly dividends during the year has 

the effect of raising investors' expected returns compared 

to the returns produced by the annual version of the model, 

the reinvestment of earnings during the year also will 

provide additional compensation to investors. 

dividends are not paid at the end of the year, but neither 

do ratepayers pay their bills at the end of the year. The 

irrelevance of the quarterly adjustment is considered in the 

professional literature in an article by Charles M. Linke 

and J. Kenton Zumwalt, "The Irrelevance of Compounding 

Frequency in Determining a Utilityls Cost of Equity," which 

appeared in Financial Manaqement, Volume 16, Number 3 

(Autumn 19871, pages 6 5 - 6 9 .  

Clearly, 

As a practical consideration, the accuracy of a quarterly 

dividend version of the DCF model depends on the validity of 

the assumptions made regarding the pattern of dividends and 

the timing of dividend increases. Obviously, it is invalid 

to assume that the quarterly dividend is increased each and 

every quarter. The computationally easy version of the 

quarterly model makes this assumption. A more rigorous 

version of the model assumes that the dividend will be 

increased once a year. If this is the assumption, the 

13 
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quarter in which the dividend is increased relative to the 

point in time the DCF estimate is calculated is relevant. 

In this regard, although I have used the annual version of 

the model, my annual dividend for the groups of telephone 

companies assumes an increase based on a full year's growth. 

That is, the current dividend which in some cases may have 

just been increased is assumed to increase by a full year's 

growth [D1 = D,(1 + g)] . This in fact might create an 

upward bias in my estimates. Depending on the 

circumstances, the annual version of the model which I have 

used may actually produce a higher estimate of the cost of 

equity than the quarterly version of the model. I believe 

that it would be inappropriate to simply adjust my DCF 

results by adding an increment for the difference between 

annual and quarterly estimates to my results even if the 

Commission were to determine that the quarterly timing of 

dividends was important to the estimate of the cost of 

equity. 

Marvin Rosenberg and Ronald N. Lafferty in an article, "The 

FERC's Discounted Cash Flow: The Right Direction Without 

Comprornise,'l Public Utilities Fortnishtly, February 4, 1988, 

pages 46-48, demonstrate that the quarterly dividend DCF 

model equates to the annual version of the DCF model with an 

adjustment of half the annual dividend growth. That is: 
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k = Do (1 + .5g) /Po + g 

Thus, if a stock has a market price of $30 a share and if 

the last annual dividend paid was $ 3  a share, and if its 

earnings were expected to grow at 5% a year, then the cost 

of equity for the company is an adjusted dividend yield of 

10.25% plus the growth rate of 5% or a total of 15.25%. My 

annual version of the model basically assumes a growth rate 

of a full g compared to the .5g of this model. 

It is clear that the quarterly compounding of dividends 

raises the expected return if applied in the customary way. 

The point is that it is unnecessary for regulators to 

provide this incremental return through allowed rates. 

Investors can obtain this incremental return for themselves 

simply by reinvesting their dividends if they so desire. 

Only if investors were required to leave their dividends in 

the firm, as is the case with time deposits in banks, would 

the quarterly adjustment for dividends have merit in the 

regulatory context. 

Based on these considerations, I believe that the annual 

version of the DCF model is adequate for the purposes it is 

intended and the context in which it is used. 
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Q. DO YOU BELIEVE THAT THE CONSTANT GROWTH VERSION OF THE DCF 

MODEL IS ADEQUATE FOR PURPOSES OF ESTIMATING THE COST OF 

EQUITY? 

A. Yes, I do, but certainly the results must be used with 

judgment in setting the cost of equity. The constant growth 

version of the model assumes that a company's dividends, 

earnings, book value and stock price increase at the same 

constant rate. I agree that dividends, earnings, and stock 

prices are not likely to grow at the same rate as required 

by the model. Indeed, the model can be modified to 

incorporate more than one growth rate. But this certainly 

adds to the mathematical complexity of the model and further 

complicates an already complicated process of selecting the 

growth rate. 

I believe that it is important to consider what version of 

the model is likely to be used by investors themselves, not 

what another witness or I believe to be more acceptable. In 

this regard, I doubt that the average investor has the 

ability or inclination to attempt the mathematics required 

by the multiple growth version of the model. Under the 

constant growth version of the model it is relatively easy 

to determine the reasons for the differences in results 

among the witnesses which could benefit the Commission in 

its deliberations should another witness in this case submit 

testimony using the DCF method. 
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PLEASE CONTINUE WITH YOUR DISCUSSION OF THE DCF METHOD. 

The most difficult aspect of implementing the DCF method is 

estimating the future growth rate. If a company's past 

trend in growth has been erratic, it is difficult to project 

future growth on the basis of past trends. 

ARE THERE OTHER METHODS OF FORECASTING GROWTH RATES? 

Another method used by security analysts is to estimate 

future growth based on the percentage of retained earnings 

and the rate of return on book equity. Quite simply, if we 

call the percentage of earnings retained (b), and multiply 

it by the rate of return on equity ( R ) ,  the estimate of 

future growth (9) is: g = b x R. For example, if a company 

earns 10% on equity, but pays all the earnings out in 

dividends, the "plowback1I factor will be zero and earnings 

per share will not grow. Conversely, if the company retains 

all of its earnings and pays no dividend, it would grow at 

an annual rate of 10%. 

DOES THIS PROCEDURE FOR ESTIMATING FUTURE GROWTH REQUIRE ANY 

ASSUMPTIONS? 

Three assumptions must hold for the procedure to produce an 

accurate (exactly correct) estimate: 

1. The rate of return on equity is constant over time. 

2 .  The percentage of retained earnings is constant over 

time . 
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3. The company sells no new common stock or sells it only at 

book. 

While these assumptions have not held in the past for most 

utilities in general, it is the future, not the past, that 

is relevant. Also, while year to year fluctuations in the 

variables may be expected, the average return on equity and 

retention rate over time may be expected to be reasonably 

stable. 

If a company were to sell common equity at above book value, 

proceeds from the sale possibly could be used to support a 

somewhat higher growth rate than suggested by the basic 

equation. Since most utility stocks are now selling well 

above book value, this is more of a consideration than when 

utility stocks were selling below book value. For this 

reason, I do not believe exclusive reliance should be placed 

on this method of estimating the dividend growth rate at 

this time. 

In my opinion, the retention growth rate method provides a 

useful check on the sustainability of adopted growth rates. 

For any particular growth rate, the combinations of 

retention rates and returns on equity necessary to produce 

that growth rate can be determined. For example, we can see 

from the table below that for a growth rate of 6 % ,  with 
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retention rates of 2 5 %  to 40%, returns on equity from 1 5 . 0 %  

to 24.0% must be sustainable. 

Retention Rate x Return on Ecruitv = Growth Rate 
2 5 %  2 4 . 0 %  6 . 0 %  
3 0  2 0 . 0  6 . 0  
35  1 7 . 1  6 . 0  
40 1 5 . 0  6 . 0  
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In my opinion these returns and retention rates are unlikely 

on a sustainable basis. Accordingly, the acceptability of a 

6.0% or higher growth rate in DCF calculations is 

questionable, and I believe even my estimates for individual 

companies reflecting growth rates above this level should be 

viewed with that premise. 

HAVE YOU APPLIED THIS TECHNIQUE TO THE GROUPS OF TELEPHONE 

COMPANIES? 

Despite its limitations, it is still useful and I have 

applied it in this case. To apply it, we need two numbers, 

a company's expected retention rate and an estimate of its 

future return on common equity. Value Line projects a 

longer-term ( 2 0 0 3 - 2 0 0 5 )  earnings and dividend estimate for 

each of the telephone companies. Value Line also forecasts 

a longer-term ( 2 0 0 3 - 2 0 0 5 )  return on common equity for each 

company. I have used these Value Line projections to 

calculate the retention growth for each company. In 

applying the formula, I have increased Value Line's return 

on equity by 0 .5% to reflect conversion from a year end to 

19 



1 

2 

a 
4 Q. 
5 

6 A .  

7 

8 

9 

1 0 

13 

1% 

13 

14 
15 

16 

1'7 

18 

19 

20 

21 

22 

23 

24 

25 

26 

an average year basis. Value Line's direct dividend growth 

rate forecasts also were used as an alternative growth rate. 

WHAT PRICES DID YOU ADOPT FOR PURPOSES OF YOUR DCF 

ESTIMATES? 

The price of a stock is likely to fluctuate from day to day 

because of market conditions and factors such as dividend 

payments. In my opinion, in applying the DCF method to a 

single company, it would be appropriate to use the average 

price of the Company's stock over a period of time rather 

than the price on a particular day. The time period is 

admittedly judgmental, but it is my opinion that it is still 

better than a spot price. The use of a spot price in a 

situation where there are wide swings in the stock market 

over relatively short periods of time makes the resulting 

DCF calculation very much dependent upon the particular day 

chosen to perform the analysis. While the most recent stock 

price may be quite relevant for market investment decisions 

based on DCF calculations, I believe the use of the DCF 

method for ratemaking purposes must take a longer term view. 

I have consistently used three month average prices in my 

DCF analysis in testimony. I have also provided estimates 

using the closing prices on the last day of the three month 

period. I will continue my practice in this case. I 

believe that these prices are reflective of current market 

20 
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conditions while the average price smooths out day to day 

fluctuations. The current time period in this testimony is 

April 2000 through June 2000. 

WHAT DIVIDEND DO YOU ADOPT FOR PURPOSES OF THE DCF 

CALCULATION? 

Conceptually, the appropriate dividend is the expected 

dividend for the coming year. Defined as D,, it is equal to 

the current dividend times 1 plus the growth rate [D1 = 

D,(l+g)] . Utilizing this formula, the current dividend of 

each company was multiplied by one plus the growth rate 

based on either projected retention growth or Value Line's 

projected dividend growth rate. For the groups of telephone 

companies, the formula just described was applied to each 

company. 

WHAT DCF ESTIMATES OF THE COST OF EQUITY DID YOUR 

CALCULATIONS PRODUCE? 

DCF calculations for the Bell Regionals and the independents 

are shown in Schedules 4 and 5. For the independent 

telephones the expected dividend yield was 1.62% based on 

prices as of June 30, 2000. The average retention growth 

rate was 13.15% with a resulting average estimated cost of 

equity of 14.77%. Based on Value Line's direct growth rate 

25 forecasts, the average expected dividend yield was 1.48% and 

26 the average growth rate was 7.1% resulting in an average 
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expected return on equity of 8.61%. 

for April through June 2000 for the independent telephones, 

the returns averaged 14.79% and 8.62%, respectively. 

Based on average prices 

For the Bell Regional Holding Companies, the expected 

dividend yield was 2.40% based on prices as of June 30, 

2000. The average retention growth rate was 17.37% with a 

resulting average estimated cost of equity of 19.77%. 

on Value Line's direct growth rate forecast, the average 

expected dividend yield was 2.14% and the average growth 

rate was 4.0% resulting in an average expected return on 

equity of 6.14%. 

through June 2000 time period, the returns averaged 19.68% 

and 6.06%, respectively. 

Based 

Based on average prices for the Aril 

Additional estimates were calulated based on average 5-year 

historical growth in earnings and dividends. The adjusted 

results are summarized below. For purposes of the 

historical estimates, those estimates below 8.50% were 

eliminated. 

Average June 30, 2000 
Prices Prices 

Independent Telephones 13.58% 13.38% 
Bell Regional Companies 13.19% 13.05% 

25 
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(2. DO YOU BELIEVE THAT THESE AVERAGE EXPECTED RETURNS ON COMMON 

EQUITY ARE APPROPRIATE FOR US WEST? 

A. I would not recommend this approach for estimating the 

expected return on equity to any individual company without 

examining-the factors influencing a particular company. I 

do believe, however, that the averages are useful in forming 

a judgment about USW's cost of equity. 

Although the companies are similar in certain respects, we 

would expect there to be some differences in perceived 

riskiness of the individual companies, and accordingly, 

would expect some variation in the estimated cost of equity 

by company. 

Furthermore, based on Value Line projected dividend growth, 

some of the estimates fall below the currently prevailing 

bond yield on comparable risk long-term utility debt. For 

the independents, deleting the results for all but 

CenturyTel results in revised estimates of 19.79% based on 

June 30, 2000 prices and 19.83% based on average prices for 

the April through June 2000 time period. 

Deleting the results below 8.50% for the Bell Regionals 

eliminates all of the estimates based on Value Line 

forecasted growth rates. 
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In reality, with the fundamental changes going on in the 

telecommunications industry, few of the individual DCF 

estimates make a great deal of sense. Fairly short-term 

dividend growth forecasts probably understate long-term 

prospects as diluted earnings are causing slower growth in 

dividends for some companies. For some companies stronger 

earnings growth and high returns on book equity result in 

very high retention growth rates. 

I believe that it would be reasonable to give weight to all 

growth rates in estimating investor expected returns using 

the DCF method. I also believe that it would be reasonable 

to exclude all estimates which fall below 8.50%. Based on 

these considerations, the revised average DCF estimated 

returns are: 

Estimate Based on: 
Averase Prices 06/30/00 Prices 

Independent Telephones 
Retention Growth 17.05% 
Projected Dividend Growth 19.83% 
Average Historical Growth 13.58% 

Bell Resional Holdinq Companies 
Retention Growth 19.68% 
Projected Dividend Growth NA 
Average Historical Growth 13.19% 

17.03% 
19.79% 
13.38% 

19.77% 

13.05% 
NA 

30 
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Q. HAVE YOU EXAMINED THE RELATIVE RISKINESS OF US WEST TO THE 

GROUPS OF TELEPHONE COMPANIES? 

A. Yes, I have. Risk differences may be divided into financial 

risk and business risk. Financial risk, as I am sure this 

Commission is aware, is concerned with the proportion of 

debt in a company's capital structure. The higher the 

proportion of debt, or conversely the lower the proportion 

of common equity, the greater the financial risk. As shown 

in Schedule 6, the average common equity ratio for the group 

of independent telephone companies was 41.0% in 1998 and is 

projected by Value Line to 47.9% in 1999. The average 

common equity ratio for the group of Bell Regional Holding 

companies was 5 2 . 0 %  in 1998 and is projected to be 5 6 . 5 %  in 

1999. By comparison, US West's equity ratio was 8.0% in 

1998 and is projected to be 11.0% in 1999. 

Thus, in terms of financial risk, US West is above average 

risk in comparison to either the independents or the Bell 

Regional Holding Companies, on average, based on these Value 

Line estimates. The equity ratio for US West-Arizona 

suggests below average financial risk compared to the 

independents and somewhat above average risk compared to the 

Bell Regionals. 

Business risk in a formal sense is defined as the 

uncertainty involved in the projections of future operating 
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income. Many things can affect business risk and in the 

case of a utility, the size and economic base of a company's 

territory certainly would be one. General risk indicators, 

specifically Value Line's beta, Safety Rank, Financial 

Strength rating, and Price Stability Index for the groups of 

telephone companies, are shown in Schedule 7. Based on 

these measures, US West is somewhat more risky compared to 

the group of Bell Regionals on some measures and less risky 

on others. US West is less risky than the group of 

independent telephones based on the measures except Safety 

Rank and Financial Strength. 

I recognize that it is almost impossible to select a sample 

of utilities which is strictly comparable to the company 

being reviewed. I do believe, however, that such 

calculations are useful and should be given weight by the 

Commission in its deliberations on the cost of equity. A 

broad sample of companies does have the advantage of 

"smoothing out" the inherent problems of estimating the 

growth rate for a single company. Given the rather diverse 

results from my application of the DCF method, I will 

comment on the meaningfulness of these results and propose a 

way of interpreting these results in my cost of equity 

summary section. 
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Risk Premium Method 

DID YOU USE THE "BOND YIELD PLUS RISK PREMIUM METHOD" TO 

ASSIST IN THE PREPARATION OF THE ESTIMATED COST OF EQUITY 

CAPITAL? 

In virtually all the cases in which I have testified on the 

cost of capital I have utilized this method. Because of the 

volatile conditions in the bond market, there are problems 

with this method and its application in the traditional 

manner often used by analysts. I will discuss this method, 

the problems associated with it and why, at the present 

time, I do not believe exclusive reliance should be placed 

upon it for estimating the cost of equity. I do believe, 

however, that the Commission should give it consideration in 

setting the cost of equity. All methods suffer from the 

necessity of making assumptions and judgments in their 

application. The risk premium method is no exception. 

WHAT CONCLUSIONS HAVE YOU REACHED REGARDING THE RISK PREMIUM 

APPROACH? 

I believe it should be used with care and be reflective of 

current conditions. Therefore, it should not stand on its 

own but be used in conjunction with other estimating 

techniques. 
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WHAT IS THE THEORETICAL BASIS OF THE BOND YIELD PLUS RISK 

PREMIUM METHOD? 

Basically, the theory suggests that the required rate of 

return is higher for riskier securities than less risky 

securities. Thus, normally we would expect that corporate 

bonds would carry a higher cost than U.S. Government 

securities. Accordingly, corporate equity securities would 

have a higher return than its debt. 

implemented by adding a risk premium to the yield on a 

company's long-term debt or utility bonds of the same 

rating. The yield on the company's long-term debt would be 

established by market conditions; and relative riskiness of 

a company's bonds, basically, is assessed by bond ratings. 

Alternatively, a risk premium may be developed relative to a 

risk-free U.S. Government security and the cost of equity 

estimated by applying that risk premium to the currently 

prevailing rate on the government security. 

The theory usually is 

IS A COMMON EQUITY INVESTMENT IN A PUBLIC UTILITY INVARIABLY 

MORE RISKY THAN AN INVESTMENT IN THE DEBT OF A PUBLIC 

UTILITY? 

Circumstances may exist such that a negative risk premium or 

well below average risk premium may be calculated. 

conventional approach states that equity is more risky than 

debt because the equity holder stands last in line as a 

claimant on the earnings of a corporation. Bonds represent 

The 



3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

10 

19 

20 

21 

22 

23 

24 

a long-term commitment at a fixed interest rate. The return 

on common equity is not fixed at the time of purchase and 

will change in response to changing financial and economic 

conditions. Thus, in the case of a regulated industry, the 

return on common equity may be adjusted to reflect current 

money cost more than likely with some lag. In the case of 

the bondholder, however, no adjustment in the interest rate 

takes place after the bond is issued. If the bondholder did 

not correctly anticipate future rates of inflation at the 

time of purchase, the transaction may turn out to be a poor 

investment despite the fact that interest payments continue 

and the principal is repaid at maturity. 

This additional risk is called interest-rate risk. It has 

nothing to do with the financial condition of the company 

issuing bonds and can only be protected against by demanding 

a higher interest rate when the bond is issued. In my 

opinion, this is one important reason for the high interest 

rates experienced during the 1980s, despite substantial 

slowing in the rate of inflation during that period. 

Investors recognize that interest rate risk is important and 

have demanded higher interest rates as protection against 

possible future worsening economic conditions and higher 

interest rates. 

I 26 
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As a practical consideration bondholders have suffered low 

returns on public utility bonds for several decades despite 

the industry's good record of interest and principal 

payments. In my opinion, the perception that interest-rate 

risk is important has increased the relative riskiness of 

debt compared to equity. 

Q. IS THE EXISTENCE OF A NEGATIVE RISK PREMIUM CRUCIAL TO YOUR 

REJECTION OF THE RISK PREMIUM METHOD AS THE PRIMARY METHOD 

OF ESIMATING THE COST OF EQUITY IN A RATE CASE. 

A. No, it is not. The point of my risk premium discussion and 

presentation of data is not to establish a negative risk 

premium. The point that I am making is that the method as 

conventionally applied in rate cases may produce an 

unreliable estimate of the cost of equity. The conventional 

approach adds an average long-term risk premium calculated 

in a variety of ways to a current bond yield to arrive at a 

cost of equity. Implicitly, this assumes that the risk 

premium is constant. My analysis raises serious doubts 

about the validity of this assumption, and consequently, the 

usefulness of the method. 

I do not disagree with the basic finance theory which 

indicates that investors expect higher returns on riskier 

investments. I do believe, however, that contemporary 

institutional market factors affecting relative risk should 
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not be ignored for the sake of the simplicity found in 

historical relationships. 

DESPITE YOUR RESERVATIONS ABOUT THIS METHOD, HAVE YOU DONE 

ANY STUDIES OF RISK PREMIUMS FOR US WEST OR THE INDEPENDENT 

TELEPHONE COMPANIES? 

Yes, I have prepared studies for US West and for a group of 

independent telephone companies. I have developed risk 

premiums based on a discounted cash flow approach. I based 

the necessary growth rates on Value Line's projected data 

for dividends per share, earnings per share and return on 

equity from its published reports on US West and the 

independent telephones. For US West, the dates of the Value 

Line reports and the necessary data are shown in Schedule 8. 

In addition, I performed the same analysis using Value 

Line's direct forecasted dividend growth rates from those 

same reports. 

WHAT RISK PREMIUM AND COST OF EQUITY DOES YOUR ANALYSIS 

INDICATE FOR US WEST? 

The results of my study are shown in Schedules 8, 9 and 10. 

The schedules may be viewed in the following way: an 

estimate of the cost of equity for US West is made for the 

beginning of each quarter since the third quarter of 1984. 

It is then compared to the existing bond yield at the time 

which I have assumed to be the reported Moody's public 
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utility bond yield for the Aaa rating class of the previous 

month. Alternatively, the expected return on US West stock 

is compared with the 30-year Treasury bond rate for the 

previous month. The expected risk premium is the difference 

between the DCF calculated return on equity and the then 

current bond yield, whether it is based on the Government 

bond rate or the utility bond rate. I have calculated the 

average risk premiums excluding negative values (and very 

low positive premiums). The calculated expected risk 

premium for US West averaged 3.92% relative to the utility 

bond yield and 4.80% relative to the Treasury bond rate for 

the period from the third quarter of 1984 to the first 

quarter of 1999 based on the DCF analysis using Value Line's 

retention growth. The risk premium based on the DCF 

estimated returns using Value Line's direct growth forecasts 

are lower. The average premiums based on the utility bond 

rate and the Treasury bond rate for the period from the 

third quarter of 1984 to the second quarter of 1994 averaged 

2.80% and 3 . 6 8 % ,  respectively. Risk premiums subsequent to 

the second quarter of 1994 were negative or very low, and 1 

have excluded them from the analysis. 

The current yield on 30-year U.S. government bonds is 

approximately 5.8% (as of mid-July 2000). As of late May 

2000 the yield on Aaa rated public utility bonds is 8.13%. 

Moody's Public Utility Bond Yields are shown in Schedule 14. 
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Thus, adding the average long-term risk premiums (excluding 

negative values or very low positive values) to the current 

yield produces a required return in a range from 9 . 4 8 %  to 

10.60% based on the 30-year Treasury bond rate and from 

10.93% to 1 2 . 0 5 %  based on the Aaa utility bond rate. 

Based on Treasurv Bond Rate: 
5.8% + 3.68% = 9.48% 
5 . 8 %  + 4 . 8 0 %  = 1 0 . 6 0 %  

Based on Aaa Utility Bond Rate: 
8.13% + 2 . 8 0 %  = 1 0 . 9 3 %  
8.13% + 3 . 9 2 %  = 1 2 . 0 5 %  

The risk premium study for the Independents is based on the 

same methodology as the study for US West except that annual 

rather than quarterly figures were used and the study 

encompasses the 1 9 7 8 - 1 9 9 9  time period. Essentially, the 

annual estimates are the same as the first quarter estimates 

of each year for the US West study. The calculated expected 

risk premium for the Independents averaged 5 . 4 8 %  relative to 

the Treasury Bond yield for the period from 1 9 7 8  to 1 9 9 9  

based on the DCF analysis using Value Line's retention 

growth. For the last five years ( 1 9 9 5 - 1 9 9 9 )  the premium 

averaged 9.93%.  The risk premiums based on the DCF 

estimated returns using Value Line's direct dividend growth 

forecasts are lower. The average premiums based on the 

Treasury Bond Yield are 3 . 1 0 %  and 1 . 0 7 % ,  respectively. 

The current yield on 30-year U.S. government bonds is 

approximately 5 . 8 %  as of mid-July 2 0 0 0 .  Thus, adding the 
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average risk premiums for the entire period to the current 

yield produces a required return in a range from 8 . 9 0 %  to 

1 1 . 2 8 % .  Adding the current yield to the shorter five year 

premiums places the required return in a range from 6 . 8 7 %  to 

1 5 . 7 3 % .  For the reasons cited earlier in my testimony, I 

believe that these calculations should be supported by other 

estimating techniques to be meaningful, and in my opinion, 

there is little support for the short-term risk premium 

analysis. 

Lonser-term Risk Premiums: 
5 . 8 %  + 3 . 1 0 %  = 8 . 9 0 %  
5 . 8 %  + 5 . 4 8 %  = 1 1 . 2 8 %  

Shorter-term Risk Premiums: 
5 . 8 %  + 1 . 0 7 %  = 6 . 8 7 %  
5 . 8 %  + 9 .93% = 1 5 . 7 3 %  
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The Capital Asset Pricinq Model 

DID YOU USE THE CAPITAL ASSET PRICING MODEL (CAPM) TO 

ESTIMATE THE COST OF EQUITY? 

I consider the CAPM to be a subset of the risk premium 

approach. As with all the methods we use, assumptions are 

required in its implementation. I believe that there are 

fairly severe problems with the required data inputs usually 

employed by analysts using this method which result in 

internal inconsistencies. For this reason for many years, I 

did not to use this method in my testimony. Since the 

method is enjoying increased popularity among cost of 

capital witnesses, I feel compelled to comment on the use of 

this model and offer an estimate using the CAPM. 

CAN YOU BRIEFLY DESCRIBE THE CAPITAL ASSET PRICING MODEL? 

Very briefly, the model states that the cost of equity to a 

company is equal to a risk-free rate, usually approximated 

by the yield on a government security, plus a risk adjusted 

premium for equity compared to the risk-free rate. The 

adjustment factor is called beta, which is a measure of the 

relative volatility of the stock in question to the 

volatility of the market. The equation used to estimate the 

cost of equity is: 

k, = krf + p (k, - kr-1 
where, kj is the return on the stock 

kr, is the risk-free rate 



1 

2 

3 

4 Q. 
5 A. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

p is beta 

k, is the return on the market 

CAN YOU BE MORE SPECIFIC ABOUT THE INTERNAL INCONSISTENCIES? 

Yes, I can. Value Line betas are commonly used in the 

implementation of the capital asset pricing model (CAPM). 

The Value Line beta is an adjusted beta and the New York 

Stock Exchange Composite Index is used in its construction 

as a surrogate for the market. Merrill Lynch's betas are 

also adjusted much the same as Value Line's. A surrogate 

for the market in the Ibbotson study, which is frequently 

used to estimate the market premium, is the S&P 500. To the 

extent that the surrogate for the market and the estimating 

technique affects the beta, the estimated return will be 

affected. Since there is a high correlation between the 

return on the S&P 500 and the New York Stock Exchange Index, 

this is not of great concern, but certainly the use of an 

adjusted beta compared to a raw beta affects the estimated 

return very significantly. 

The Value Line betas 'lare adjusted for their long-term 

tendency to converge toward 1 . 0 0 . "  (Arnold Bernhard, How To 

Use The Value Line Investment Survev, page 61) The actual 

adjustment procedure involves the application of a 

regression equation which may be closely approximated by 

averaging the raw beta with 1.0 giving twice the weight to 
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the raw beta. All stocks are adjusted in the same manner, 

and also, they are rounded to .OO or . 0 5 .  

While the adjustment procedure may be appropriate for the 

construction of a risk indicator, the theoretical linkage 

between the adjusted beta and the CAPM model is tenuous, at 

best. I know of no recent empirical tests which indicate 

that the betas of all stocks converge towards 1.0 or even 

that the betas of utility stocks converge the same as other 

stocks. The CAPM, unlike the DCF, is a one period model. 

Thus, even if a forward looking beta is appropriate, the 

adjustment to the raw beta is too large to be realized in 

the near term. An article by M.J. Gombola and D.R. Kahl, 

"Time-Series Processes of Utility Betas: Implication for 

Forecasting Systematic Risk," which appeared in the Autumn 

1990 issue of Financial Manaqement suggests that the Value 

Line adjustment formula may not be appropriate for 

utilities. Furthermore, I also should point out that beta 

is estimated relative to a risk-free rate. The estimated 

beta will vary depending upon whether a short-term or 

long-term government security rate is used as the proxy for 

the risk-free rate. There has been growing support for the 

use of a long-term government security rate as a proxy for 

the risk-free rate when using the CAPM in regulatory 

proceedings. It is possible, however, that the beta was 
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estimated relative to a different risk-free rate or no 

risk-free rate at all. 

The market premium is often based on the historical spread 

between realized market returns and risk-free rates. The 

Ibbotson study covering a very long time period beginning in 

1926 often is used in developing this estimate. The beta 

usually is estimated using the most recent five years of 

monthly data. Again, we have a mismatching of time periods. 

Quite likely the historical market premium for the same time 

period used to estimate the beta will be different than the 

very long-term differential provided in the Ibbotson study. 

Q. DESPITE YOUR RESERVATIONS ABOUT THE USEFULNESS OF THE CAPM 

METHOD, HAVE YOU ESTIMATED THE COST OF EQUITY TO THE COMPANY 

USING THIS METHOD? 

A. Yes, I have. First, I have used the current yield on the 

30-year U.S. Treasury bonds as the risk-free rate. Second, 

I have assembled both Value Line adjusted and S&P raw betas 

for US West, the other Bell Regional Companies, and the 

independent telephone companies. The betas are shown in 

Schedule 15. Based on these betas, a risk-free rate of 

5.8% and the long-term historical market premium of 8.0% 

(based on the income return on these bonds), the CAPM 

estimated returns for US West is in a range from 9.32% to 

11.80%; 10.68% to 12.36%, on average, for the other Bell 
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Regionals, and in a range 11.00% to 1 2 . 2 0 %  for the 

independent telephones. 

US West: 
5 . 8 %  + . 4 4 ( 8 . 0 % )  = 9 . 3 2 %  
5 . 8 %  + . 7 5 ( 8 . 0 % )  = 1 1 . 8 0 %  

Bell Regionals: 
5 . 8 %  + . 6 1 ( 8 . 0 % )  = 1 0 . 6 8 %  
5 . 8 %  + . 8 2 ( 8 . 0 % )  = 1 2 . 3 6 %  

Independent Telephones: 
5 . 8 %  + . 6 5 ( 8 . 0 % )  = 1 1 . 0 0 %  
5 . 8 %  + . 8 0 ( 8 . 0 % )  = 1 2 . 2 0 %  
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ComDarable Earninss 

Q. DR. LEGLER, YOU STATED THAT THE COMPARABLE EARNINGS APPROACH 

IS ONE METHOD OF ESTIMATING THE COST OF EQUITY CAPITAL. 

PLEASE EXPLAIN THE BASIS OF THIS APPROACH. 

The basis of the comparable earnings approach is the often 

cited case of the Federal Power Commission vs. Hope Natural 

Gas Company (1944). Briefly, two principles are involved in 

the comparable earnings approach as applied to ratemaking. 

One states that an investor should be able to earn a return 

comparable to the returns available on alternative 

investments with similar risks. The other principle states 

that the return should be sufficient to enable the utility 

to attract additional equity capital required on a 

reasonable basis and maintain the financial integrity of the 

firm. Basically, the comparable earnings test is what 

economists refer to as the opportunity cost principle. 

A. 

Q. WHAT PROBLEMS ARE INHERENT IN THE COMPARABLE EARNINGS 

APPROACH? 

The major problem in applying the comparable earnings 

approach is the difficulty in determining what companies are 

comparable to the utility in question. 

suggest that the valid.comparison is with a broad sample of 

unregulated firms such as the S&P 400. Other analysts 

select groups of specific firms of comparable risk based 

upon criteria such as similar beta coefficients, and 

A. 

Some analysts 
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standard deviations of returns. In short, the problem is 

not so much the concept, but its implementation. In fact, 

it is these problems and the fact that the method is 

backward looking rather than forward looking which, at least 

in part, have led to the application of finance theory such 

as the DCF method in utility rate cases. 

(2. DR. LEGLER, DO YOU BELIEVE THAT UTILITIES AND INDUSTRIALS 

ARE COMPARABLE? 

A. In addition to the protection afforded by regulation to 

utilities, there are accounting differences in the 

measurement of returns which call into question strict 

comparability between utilities and industrials. 

There is also a problem comparing utilities and industrials 

when there is a significant disparity in the market to book 

values. An illustration should make this point clear. If 

an industrial stock is selling for two times its book value, 

and earning 20% per year on book value, it would be 

erroneous to suggest that a new or prospective investor 

would receive a return of 20% on his or her investment. 

Thus, comparing book returns of utilities selling closer to 

book to the book returns of industrials selling well above 

book is an invalid comparison. This is not to suggest, 

however, that the investor could not receive a market return 

of 20% on one or both investments. 

41 



L 

1 

2 

3 

4 
5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. WHAT CONCLUSION HAVE YOU REACHED REGARDING THE COMPARABLE 

EARNINGS APPROACH USING INDUSTRIALS AS THE ONLY STANDARD OF 

COMPARISON? 

A. I reject the application of the comparable earnings approach 

using industrials as the only basis of comparison, in 

principle, because of the questionable comparability of the 

measured earnings and differences in risks of regulated and 

unregulated companies. 

Q. HAVE YOU PERFORMED ANY OTHER COMPARABLE EARNINGS ANALYSIS? 

A. Not in a strict sense, because my DCF analysis for the 

groups of telephones has the attributes of a forward looking 

comparable earnings analysis since it is a market based 

approach. The cost of equity for a group of comparable 

companies, or a risk adjusted cost of equity for a group of 

reasonably similar companies, if awarded to US West conforms 

to the Hope and Bluefield standards. Consequently, my DCF 

analysis parallels the traditional approach and leads to the 

same conclusion. 

Q. BY LIMITING THE STUDY TO OTHEk TELEPHONE COMPANIES AREN'T 

YOU INVOLVING CIRCULARITY IN YOUR REASONING? 

A. No, I don't believe so. If all commissions set allowed 

returns on the basis of what other companies were expected 

to earn or have earned, circularity of reasoning would be a 

problem. By using a market based approach, it is assumed 
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that the market accounts for differences in risk among 

companies and among industries in setting stock prices. 

Q. HAVE YOU APPLIED ANY TESTS OF REASONABLENESS OF A 

COMPARATIVE NATURE TO YOUR ESTIMATES BASED ON THE FINANCIAL 

MODELS? 

A. I have provided the Value Line projected returns on book 

equity for US West, the Bell Regionals, and the independent 

telephone companies in Schedule 16. These projected returns 

indicate returns substantially above those produced by the 

market based approaches. Despite the relatively low level 

of interest rates, these returns are well above the level of 

allowed returns in recent years. I believe that they 

provide very little information on what reasonable allowed 

returns should be at the present time. 
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Market Pressure and Flotation Costs 

ESTIMATES DERIVED FROM THE BOND YIELD PLUS RISK PREMIUM 

APPROACH AND THE DCF METHOD ARE MARKET VALUE ESTIMATES OF 

THE COST OF EQUITY. SINCE COMMISSIONS REGULATE ON A BOOK 

VALUE BASIS, IS IT NECESSARY TO ADJUST THESE MARKET 

ESTIMATES TO PROVIDE A FAIR RATE OF RETURN ON BOOK EQUITY? 

When a company sells a new issue of stock, certain flotation 

costs are involved, and in theory, there will be pressure on 

the price of the stock caused by its increased supply. 

Thus, in theory, if the allowed rate of return on book is 

set equal to the market cost of equity, a new stock issue 

would sell below book value. That is, the equity per share 

of current shareholders would be diluted. To protect 

against this dilution of capital, theoretically, the return 

on book should be set somewhat above the market value cost 

of equity. 

WHAT THEORETICAL ADJUSTMENT IS REQUIRED? 

In my opinion, the proper relationship is a highly complex 

problem. Some of the factors to be considered include the 

current state of the stock market, the volatility of the 

stock in question, the issuing company's earnings and 

dividend growth rate, its current market to book ratio, and 

the capital structure of the company. Further, if the 

purpose of the adjustment is to protect existing 

shareholders from dilution when stock is sold, then the need 
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for capital in the future (i.e., whether or not the company 

will be selling new stock) must also be relevant. 

Market pressure should be measured by taking into account 

consideration of the trend in the market. The decline in a 

company's stock at the time of issuance should be measured 

net of any general market decline. A study by John W. 

Bowyer, Jr. and Jess B. Yawitz, "The Effect of New Equity 

Issues on Utility Stock Prices," Public Utilitv Fortniqhtly, 

May 22, 1980, examined 278 public stock issues from 1973 

through 1976. They found an average market pressure of 

0.72%. Other studies include "Equity Issues and Offering 

Dilution," by Paul Asquith and David W. Mullins, Jr., in the 

January/February 1986 issue of the Journal of Financial 

Economics; and "Impacts of New Equity Sales Upon Electric 

Utility Share Prices," by Richard H. Pettway and Robert C. 

Radcliffe in the Spring 1985 issue Financial Manasement. 

These studies found market pressure based upon specific 

concepts of the general term of 0.9 percent and 3 percent, 

respectively. Other studies for individual utilities may be 

found in the testimony of rate of return witnesses in 

utility cases including my own. 
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(2. DR. LEGLER, WHAT ADJUSTMENT DO YOU BELIEVE IS NECESSARY? 

A. Company witness Mr. Cummings in his original direct 

testimony estimated that an adjustment to the cost of equity 

of 10 to 20 basis points is necessary based on issuance 

expenses of 2.0% of gross proceeds. It appears to me that 

he effectively has applied the adjustment only to externally 

raised capital in that he recommends an adjustment of only 

1.0117%. This would be consistent with my position on the 

issue that the adjustment should only be applied to 

externally raised equity although I would have calculated 

the adjustment differently. This adjustment is reasonably 

close to my own estimates in other cases, and conservative 

compared to those adjustments usually proposed by company 

witnesses. What Mr. Cummings has not provided is evidence 

that the proceeds of the stock issues have provided benefit 

to the Arizona ratepayers he expects to bear a portion of 

the issuance expenses. In the absence of such evidence, I 

recommend that no adjustment be made. 

I should note that in making his calculations of the 

adjustment, Mr. Cummings has used the equity balances of US 

West and not the equity balance of US West-Arizona. I 

assume that this results in a proportional sharing of these 

alleged costs which include public stock issues in 1990, 

1993 and 1994 as well as the dividend reinvestment plan, and 

with the company's initial capitalization. I find 
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the inclusion of the costs associated with the company's 

initial capitalization troubling. 

Although the magnitude of Mr. Cummings' proposed adjustment 

is relatively minor, the whole issue of the flotation cost 

adjustment, is really a policy issue for the Commission. 

Some commissions provide for an adjustment others do not. 

Some Commission's consider an adjustment on a case by case 

basis. I support the position that the Company must 

demonstrate that it will have a public offering in the 

reasonable near term, and the proceeds from that issue will 

benefit ratepayers of the jurisdiction. 
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Cost of Eauity Summary 

Q. PLEASE SUMMARIZE THE RESULTS OF YOUR STUDIES OF THE COST OF 

COMMON EQUITY TO US WFST. 

A. I have relied on the discounted cash flow method, the risk 

premium method, and the capital asset pricing model. I have 

applied the DCF method to two groups of telephone companies, 

a group of independent telephone companies and the other 

remaining Bell Regional Holding Companies. I applied the 

risk premium method to US West and a group of independent 

telephone companies. I estimated the capital asset pricing 

model using US West, a group of independent telephone 

companies, and the Bell Regional Holding Companies. 

The results of these financial models are shown below. 

These results are exclusive of a flotation cost or market 

pressure adjustment which I believe is unnecessary at this 

time. It has consistently been my position that the need 

for a market pressure flotation cost adjustment should be 

considered on a case by case basis. US West has not had a 

recent public offering, and to the best of my knowledge has 

no announced intentions of an offering which would benefit 

the Arizona ratepayers. Therefore, there is no need to make 

such an adjustment in this case. 
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I 1  Based on: 
Averacre Prices Current Prices 

DCF Method 

Independent Telephones using: 
-Retention Growth 17.05% 17.03% 
-Value Line Growth (Adjusted) 19.83% 19.79% 
-Historical Growth 13.58% 13.38% 

Average 16.82% 16.73% 

Bell Regional Holding Companies using: 
-Retention Growth 19.68% 19.77% 
-Value Line Growth NA NA 
-Historical Growth 13.19% 13.05% 

Average 16.44% 16.41% 14 
15 
16 
17 

Risk Premiums 

18 
19 

US West: 
-Longer-Term Premiums 9.48%-12.05% 

20 
21 
22 
23 

Independent Telephone: 
-Longer-Term Premiums 
-Shorter-Term Premiums 

8.90%-11.28% 
6.87%-15.73% 

24 
25 
26 
27 
28 
29 

Capital Asset Pricins Model 

-US West 9.32%-11.80% 

-Bell Regional Holding Companies 10.68%-12.36% 
-Independent Telephones 11.00%-12.20% 

30 It is my opinion, that based on my studies discussed 

31 earlier, the cost of equity to the Company lies in a range 

32 from 11.00% to 12.00%. As is my practice, I am recommending 

33 a range rather than a point estimate. The results of the 

34 financial models suggest that US West is reasonably 

35 comparable in risk to the other Bell Regional Holding 

I 36 Companies, on average, and less risky compared to the 

I 31 
I 38 

independent telephones. This is reasonably consistent with 

a risk evaluation based on the set of risk indicators I 
I 

I 39 used. 
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The bottom end of my recommended range is slightly above the 

midpoint of my CAPM results. The upper end of my 

recommended range is the upper end c?f m y  risk prernium 

analysis for US West. 

But these results, as well as the results of the other 

financial models, are for US West and the Bell Regionals, 

not US West-Arizona. A company's beta may be thought of as 

an average of the betas of its different activities. In my 

opinion, the beta for the Company's nonregulated activities 

is higher than the beta for its regulated activities. Thus, 

using the Company's beta overstates the cost of equity for 

the regulated activities. How much it is overstated is 

somewhat a matter of speculation. For purposes of 

calculating the weighted average cost of capital, I will use 

the midpoint of my recommended range, 11.50%, as the cost of 

common equity. In making this recommendation, I have taken 

into consideration trends in interest rates. 
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Weishted Averase Cost of Capital 

Q. HAVING ASSIGNED COST RATES TO THE CAPITAL COMPONENTS AND 

ADOPTED A CAPITAL STRUCTURE, WHAT WEIGHTED AVERAGE COST OF 

CAPITAL DO YOU RECOMMEND? 

A. Based on the capital structure as of February 2000 

consisting of 47.6% Long-term debt and 52.4% common equity, 

an embedded cost of debt of 7.39%, and a cost of common 

equity of 11.50%, the weighted average cost of capital is 

9.51%. These calculations are shown in Schedule 17. 

Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

A. Yes, it does. 
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I Exhibit -(JBL-I) 
Schedule 1 

Regulatory Participation of John B. Legler 

Compaiiy 
Georgia Power Company 
Savannah Electric and Power 
Southern Bell (Georgia) 
Georgia Power Company 
Southern Bell (Georgia) 
Savannah Electric and Power 
Georgia Power Company 
South Central Bell (Mississippi) 
Carolina Tel and Tel (North Carolina) 
Southern Bell (South Carolina) 
Duke Power (South Carolina) 
Alabama Power Company 
Savannah Electric and Power 
Georgia Power Company 
South Carolina Electric and Gas 
Tucson Electric Power Company 
Gas Light Company of Columbus (Georgia) 
Atlanta Gas Light Company 
Georgia Power Company 
Southern Bell (South Carolina) 
General Telephone of the 

Southeast (Alabama) 
Alabama Power Company 
Duke Power Company (South Carolina) 
South Central Bell (Mississippi) 
Mississippi Power and Light Company 
Gulf Power Company (Florida) 
Savannah Electric and Power 
Carolina Power and Light 
Southern Bell (Georgia) 
Southern Bell (South Carolina) 
Cincinnati Bell 
Continental Telephone of Kentucky 
South Central Bell (Alabama) 
South Carolina Electric and Gas 
Georgia Power Company 
General Telephone Company of the 

Southeast (Georgia) 
Alabama Power Company 
General Telephone Company of the 

Southeast (South Carolina) 
Thomaston Telephone (Georgia) 
Duke Power Company (South Carolina) 
Southern Bell (Georgia) 

Docket No. 
GPSC 2663-U 
GPSC 2842-U 
GPSC 2897-U 
NRC 50-4241425 
GPSC 2994-U 
GPSC 2995-U 
GPSC 3002-U 
MPSC U-3359 
NCUC P7, Sub 524 
SCPSC 78-353-C 
SCPSC 78-1 89-E 
APSC 17667 
GPSC 3147-U 
GPSC 3129-U 
SCPSC 18,362 
ACC U-1933 
GPSC 3162-U 
GPSC 3167-U 
GPSC 3129-U 
SCPSC 79-303-C 

nate 
4/75 
8/75 
12/75 1/76 
1 176 
1 1 176- 1 2/76 
5/77 
6/77-7177 
2/78 
6/78 
1 1/78 
12/78 
5/79 
6/79 
7/79 
7/79 
8/79 
11/79 
12/79 
12/79 
1 180 

APCS 17850 4/80 
APSC 17859 5/80 
SCPSC 79-300-E 7/80 
MPSC U-3804 7/80 
MPSC U-3850 9/80 
FPSC 80001-EU 9/80 
GPSC 3220-U 1 1/80 
SCPSC 80-69-E 11/80 
GPSC 3231-U 218 1 
SCPSC 80-263-C 218 1 

UCK 8182 6/8 1 
APSC 18076 718 1 
SCPSC 81-72-E 718 1 
GPSC 3270-U 718 1 

PUCO 80-476-TP-AIR 4/81 

GPSC 3268-U 718 1 
APSC 181 17 718 1 

SCPSC 81-121-C 918 1 
GPSC 3271-U 918 1 
SCPSC 80-378-E 918 1 
GPSC 3286-U 1 0181 



Exhibit -(JBL-I) 
Schedule 1 
Page 2 of 5 

Companv 
Gas Light Company of Columbus (Georgia) 
Atlanta Gas Light Company 
Columbia Gas of Kentucky 
Puget Sound Power & Light 
General Telephone Company of the 

Continental Telephone Company of the 

Ohio Bell 
Hawaiian Telephone Company 
Carolina Power and Light 
Central Illinois Public Service Co. 
Southern California Edison 
Mississippi Power Company 
South Central Bell (Mississippi) 
Atlanta Gas Light Company 
Alabama Power Company 
South Carolina Electric & Gas 
Mississippi Power & Light Company 
Savannah Electric and Power 
General Telephone Company of the 

Continental Telephone Company of the 

South Carolina Electric & Gas 
Mobile Gas Service Corp. (Alabama) 
Pacific Gas and Electric 
Virginia-American Water 
Southern Bell (Georgia) 
Georgia Power Company 
Atlanta Gas Light 
South Carolina Electric & Gas 
Connecticut Light & Power 
Hawaiian Telephone Company 
Southern Bell (South Carolina) 
Louisiana Power & Light 
Duke Power (South Carolina) 
South Carolina Electric & Gas 

Southeast (Alabama) 

South (Alabama) 

Southeast (Alabama) 

South (Alabama) 

Peoples Gas Light & Coke Co. (Illinois) 
North Shore Gas Co. (Illinois) 
South Central Bell (Alabama) 
Florida Power Corp. 
Southern California Edison 
Continental Telephone of the 
South (GA) 
Continental Telephone of the 
South (Alabama) 

Docket No. Date 
GPSC 3282-U 10/81 
GPSC 32884 11/81 
KPSC 8281 11/81 
WUTC U-81-41 12/81 

APSC 18199 1/82 

APSC 18216 1/82 
PUCO 81-436-TP-AIR 3/82 
HPUC 4306 
SCPSC 81-163-E 
ICC 82-0039 

MPSC U-4190 
MPSC U-4191 
GPSC 3333-U 

PUCC 61 138 

APSC 18416 
SCPSC 82-239-G 
MPSC U-4224 
GPSC 3361-U 

APSC 18488 

APSC 18522 

APSC 18590 

VPUC 820077 

SCPSC 82-240-E 

PUCC 82-12-48 

GPSC 3393-U 
GPSC 3397-U 
GPSC 3402-U 
SCPSC 83-217-G 
CDPUC 83-07-1 5 
HPUC 4588 
SCPSC 83-270-C 
LPSC U-15684 
SCPSC 83-302-E 
SCPSC 83-307-E 
ICC 83-0580 
ICC 83-0630 
APSC 18882 
FPSC 830470-El 
CPUC 83-12-53 

GPSC 3462-U 

APSC 18978 

6/82 
3/82 
7/82 
6/82 
8/82 
9/82 
9/82 
9/82 
9/82 
11/82 
11/82 

12/82 

1 183 
1 183 
3/83 
4/83 
4/83 
7/83 
7/83 
9/83 
9/83 
10183 
11/83 
1 1/83 
12/83 
12/83 
1 184 
5/84 
5/84 
6/84 
6/84 
6/84 

6/84 

7/84 
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Company 
Southern Bell (GA) 
Southerr: Bell (South Carolina) 
Mississippi Power & Light 
General Telephone of the 

Louisiana Power & Light 
San Diego Gas & Electric 
Continental Telephone of the 

AT&T Communications, Inc. (ALA) 
Duke Power Company (SC) 
Hawaiian Telephone Company 
Connecticut Light & Power 
Pacific Gas & Electric 
Central Maine Power 
Duke Power Company 
Atlanta Gas Light 
Louisiana Power 8, Light 
Southern California Edison 
Middle South Services, Inc. & 
System Energy Resources, Inc. (a) 
South Carolina Electric & Gas 
Georgia Power Company 
South Carolina Electric & Gas 
South Carolina Electric & Gas 
Lockhart Power Company (SC) 
United Telephone Company of the 

Carolina Power & Light (NC) 
Carolina Power & Light (SC) 
Alabama Gas Corporation 
Central Power & Light (TX) 
United Cities Gas Company (SC) 
Ringgold Telephone Company (GA) 
San Diego Gas & Electric 
Southern California Edison 
Pacific Gas & Electric 
Southern California Gas Company 
Atlanta Gas Light 
United Cities Gas Company (GA) 
Fairmount Telephone Company (GA) 
South Carolina Electric & Gas 
Citizens Utilities Rural Co. (AZ) 
Southern California Gas Company 
Pacific Gas & Electric Company 
Southern California Edison 
San Diego Gas & Electric 

Southeast (SC) 

South (ALA) 

Carolinas (SC) 

Docket No. 
GPSC 3465-U 
SCPSC 84-308-c 
MPSC U-4620 

SCPSC 84-390-C 
LPSC U-16091 
CPUC 84-12-015 

APSC 19297 
APSC 19314 

HPUC 51 14 
SCPSC 85-78-E 

CDPUC 85-1 0-22 
CPUC 85-1 0-042 
MPUC 85-212 
SCPSC 86-1 99-E 
GPSC 3582-U 
LPSC U-16945 
CPUC 86-12-047 
FERC EL86-58-000 & 
FERC EL86-59-000 
SCPSC 87-43-E 
GPSC 3673-U 
SCPSC 87-227-G 
SCPSC 87-IO-E 
SCPSC 87-435-E 

SCPSC 886-625-C 
NCUC E-2, Sub 537 
SCPSC 88-1 I - E  
APSC 20533 
PUCT 7560 
SCPSC 88-227-G 
GPSC 3782-U 
CPUC 88-1 2-003 
CPUC 88-07-023 
CPUC 88-07-037 
CPUC 88-08-001 
GPSC 3780-U 
GPSC 3799-U 
GPSC 3805-U 
SCPSC 88-681-E 
U-I  954-88-1 02 
CPUC 89-05-01 1 
CPUC 89-05-019 
CPUC 89-05-021 
CPUC 89-05-023 

Date 
8/84 
10184 
1/85 

2/85 
3/85 
3/85 

4/85 
5/85 
7/85 
12/85 
4/86 
5/86 
5/86 
8/86 
8/86 
12/86 
4/87 

3/87 
6/87 
8/87 
9/87 
1 1/87 
1 1/87 

5/88 
5/88 
7/88 
7/88 
8/88 
8/88 
9/88 
10188 
10188 
10188 
10188 
10188 
10188 
12/88 
4/89 
5/89 
8/89 
8/89 
8/89 
8/89 
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Date 
9/89 
10189 
10189 
12/89 
6/90 
6/90 
7/90 
8/90 
8/90 
8/90 
8/90 
8/90 
8/90 
10/90 
1 1/90 
319 1 
319 1 
419 I 
519 1 
819 1 
919 1 
919 1 
919 1 
919 1 
919 1 
919 1 
10/91 
1/92 
3/92 

Company 
Georgia Power Company 
Puget Sound Power & Light 
Central Maine Power Company 
Chickamauga Telephone Company (GA) 
Southern Bell (GA) 
Hawaiian Electric 
Atlanta Gas Light 
Alabama Gas Corporation 
Southern California Gas Company 
Pacific Gas & Electric Company 
Southern California Edison Company 
San Diego Gas & Electric Company 
South Central Bell (AL) 
GASCO, Inc. (Hawaii) 
Mobile Gas Service Corporation 
United Telephone of the Carolinas (SC) 
Southern Bell (SC) 
GTE South (SC) 
Central Illinois Public Service 
Georgia Power Company 
Southern California Gas Company 
Pacific Gas & Electric Company 
Southern California Edison Company 
San Diego Gas & Electric 
Southwest Gas 
Duke Power Company (SC) 
Atlanta Gas Light 
GTE South (GA) 
Hawaiian Electric 
Public Service Electric & Gas (NJ) 
Kauai Electric Division (a) 
Pacific Gas & Electric 
Southwest Gas Corporation 
Southern California Edison 
Southern California Gas Company 
San Diego Gas & Electric 
Atlanta Gas Light 
United Cities Gas (GA) 
United Telephone (SC) 
U. S. West Communications (NM) 
Detroit Edison 
South Carolina Electric & Gas 
Puget Sound Power & Light 
Fairmount Telephone Company (GA) 
Central Maine Power Company 
Detroit Edison 
Atlanta Gas Light 
Pacific Gas & Light 

DocJwJw 
GPSC 3840-U 
U-89-2688-T 
MPUC 89-68 
GPSC 3788-U 
GPSC 3905-U 
HPUC 6531 

APSC 18046 
GPSC 3923-U 

CPUC 90-05-01 3 
CPUC 90-05-01 1 
CPUC 09-05-016 
CPUC 90-05-014 
APSC 19983 
HPUC 6434 
APSC 21530 
SCPSC 89-229-C 
SCPSC 90-626-C 
SCPSC 90-698-C 
ICC 87-0542 
GPSC 4007-U 
CPUC 91-05-022 
GPUC 91-05-016 
CPUC 91-05-024 
GPUC 91-05-023 
CPUC 91-05-018 
SCPSC 91-216-E 
GPSC 401 I -U 
GPSC 4003-U 
HPUC 6998 
NJBRC ER91111698J 7/92 
HPUC 7003 7/92 
CPUC 92-05-009 8/92 
CPUC 92-05-012 8/92 
CPUC 92-05-01 3 8/92 
CPUC 92-05-014 8/92 
CPUC 92-05-016 8/92 
GPSC 4177-U 8/92 
GPSC 41 88-U 9/92 
SCPSC 92-2714 11/92 
NMSCC 92-227-TC 2/93 
MPSC U-10102 3/93 
SCPSC 92-61 9-E 3/93 
WUTC UE-92-1262 5/93 
GPSC 6/93 
MPUC 6/93 
MPSC U-10102 6/93 
GPSC 4451-U 8/93 
CPUC 93-05-009 9/93 



Company 
Southwest Gas Corporation 
Southern California Edison 
Southern California Gas Company 
San Diego Gas & Electric Company 
Mountain Fuel Supply (UT) 
Consumers Power Company (MI) 
GTE South Incorporated (SC) (a) 
Hawaiian Electric Company 
Pond Branch Telephone Company (SC) 
Hawaiian Telephone Company 
Southern Bell (SC) 
Southwest Gas Corporation 
Pacific Gas & Electric 
San Diego Gas & Electric 
Southern California Edison 
Southern California Gas Company 
Hawaiian Electric Company 
Southern Bell (GA) 
Montana-Dakota Utilities (ND) (a) 
Kauai Electric Division 
Mountain Fuel Supply (a) 
Pacific Gas & Electric 
San D q o  Gas & Electric 
Southern California Edison 
Southem California Gas Company 
Southem Bell (SC) 
U.S West Communications (UT) 
Mobile Gas Service Corp. (AL) 
Southern Bell (SC) 
South Carolina Electric & Gas 
San Diego Gas & Electric 
ALLTEL Companies of Georgia 
Pacific Gas & Electric 
San Diego Gas & Electric 
Southern California Edison 
Southern California Gas Company 
Baltimore Gas & Electric 
PECO Energy Company 
Pacific Gas & Electric 
BellSouth Telecommunications (GA) 
BellSouth Telecommunications (SC) 
BellSouth Telecommunications (SC) 
South Carolina Pipeline Corp. 
Atlanta Gas Light 
Pacific Gas & Electric 
San Diego Gas & Electric 
Southern California Edison 
Georgia Power Company 
Black Mountain Gas Company (AZ)(a) 
BellSouth Telecommunications (GA) 
Southern California Water Company(a) 
Pacific Gas & Electriqa) 
PacifiCorp (UT) 
Questar (UT) 

(a) Testimony filed, case settled. 

CPUC 93-05-020 
CPUC 93-05-013 

CPUC 93-05-01 1 
PSCU 93-057-01 
MPSC U-10335 
SCPSC 93-504-c 
HPUC 7700 
SCPSC 93-7504 
HPUC 7579 
SCPSC 93-503-C 
CPUC 94-05-010 
CPUC 94-05-01 1 
CPUC 94-05-013 
CPUC 94-05-017 

CPUC 93-05-012 

CPUC 94-05-026 
HPUC 7766 
GPSC 3905-U 

HPUC 94-0097 

CPUC 95-05-016 

CPUC 95-05-023 
CPUC 95-05-021 

NDPSC 399-94-297 

PSCU 95-057-02 

CPUC 9505-022 

SCPSC 95-682-C 
PSCU 95-049-05 
APSC 24794 
SCPSC 958624 
SCPSC 95-1000-E 
CPUC 95-1 0-035 

CPUC 96-05-022 
CPUC 96-05-043 
CPUC 96-05-023 

GPSC 67464 

CPUC 96-05-024 
PSCM 8725 
PPUC R-00973953 
CPUC 97-05-016 
GPSC 7061-U 
SCPSC 97-374-c 
SCPSC 97-2394 
SCPSC 90-588-G 
GPSC 8390-U 
CPUC 98-05-021 
CPUC 98-05-019 
CPUC 98-05-024 
GPSC 935511 
G-03493A-98-0705 
GPSC 10692-U 
CPUC 99-03-068 
CPUC 99-1 1-003 
PSCU 99-035-10 
PSCU 99-057-20 
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Date 
9/93 
9/93 
9/93 
9/93 
11/93 
1 1/93 
2/94 
3/94 
4/94 
4/94 
8/94 
8/94 
8/94 
8/94 
8/94 
8/94 
8/94 
1 0194 
1 0194 
4/95 
8/95 
8/95 
8/95 
8/95 
8/95 
9/95 
9/95 
10195 
10195 
11/95 
02/96 
07/96 
09/96 
09/96 
09/96 
09/96 
11/96 
08/97 
09/97 
09/97 
12/97 
3/98 
5/98 
5/98 
09/98 
09/98 
09/98 
'I OlQ8 
06/99 
07/99 
08/99 
04/00 
05/00 
06/00 



Year 

1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 

Exhi bit__( J B L-I ) 
Schedule 2 

US West, Inc.: Dividends, Earnings & Retention Rates 

Dividends Earnings 
Per Share Per Share 

$2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 

Average 

Average 1997-2001 

Source: Value Line, April 7, 2000, p.766. 

$2.42 
2.35 
2.44 
2.57 
3.02 
3.27 
3.40 
3.65 

Retention 
Ratio 

11.6 % 
8.9 
12.3 
16.7 
29.1 
33.1 
38.9 
41.4 

21.5 % 

31.8 % 

Note: 2000 and 2001 are Value Line Projections. 



Exhibit-(J BL-1) 
Schedule 3 

US West, Inc.: Growth Rates, Selected Time Periods 

Dividends Earnings 
Time Period Per Share Per Share 

1994-1 999 
1995-2000 
1 996-200 1 

0.00 % 
0.00 
0.00 

Source: Calculated from Schedule 2. 

5.75 % 
8.29 
8.39 



a I 

Company 

ALLTEL 
CenturyTel 
GTE Cow. 
Telephone & Data 

I 

Average 

BellSouth 
SBC Communications 

Average 
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Telephones: DCF Estimated Cost of Equity 

Expected 
Current Ave Price Retention Projected Projected Return on 
Dividend April-June Growth(%) Dividend M d  (%) Equity (%) 

$1.28 $64.63 14.27 $1.46 2.26 16.53 
0.19 27.25 14.66 0.22 0.80 15.46 
1.88 73.34 16.19 2.18 2.98 19.17 
0.50 104.88 7.48 0.54 0.51 7.99 

$0.96 $67.52 13.15 $1.10 1.64 14.79 

0.76 45.47 20.23 0.91 2.01 22.24 
1.02 44.62 14.51 1.17 2.62 17.13 

$0.89 $45.04 17.37 $1.04 2.31 19.68 

Source: Value Line, April 7, 2000; ancYahoo Historical Quotes. 



Company 

ALLTEL 
Century Tel. Ent. 
GTE Corp. 
Telephone & Data 

Average 

BellSouth 
SBC Communications 

Average 

Exhibit-(JBL-1 ) 
Schedule 4 
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Telephones: DCF Estimated Cost of Equity 

Price Expected 
Current as of Retention Projected Projected Return on 
Dividend 06/30/99 Growth(%) Dividend &&L('-Y(%) Equity I%.) 

$1.28 $61.94 14.27 $1.46 2.36 16.63 
0.19 28.75 14.66 0.22 0.76 15.42 
1.88 76.88 16.19 2.18 2.84 19.03 
0.50 100.30 7.48 0.54 0.54 8.02 

$0.96 $66.96 13.15 $1.10 1.62 14.77 

0.76 42.63 20.23 0.91 2.14 22.37 
1.02 44.00 14.51 1.17 2.65 17.16 

$0.89 $43.31 17.37 $1.04 2.40 19.77 

Source: Value Line, April 7, 2000; ancYahoo Historical Quotes. 
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Schedule 4 
Page 3 of 4 

Telephones: DCF Estimated Cost of Equity 

Expected 
Current Ave Price Value Line Projected Projected Return on 

Company Dividend July-Sept Growth (%) Dividend Yield (%) Equity (%) 

ALLTEL $1.28 $64.63 4.5 1.34 2.07 6.57 
Century Tel. Ent. 0.19 27.25 19.0 0.23 0.83 19.83 
GTE Cop. 1.88 73.34 0.5 1.89 2.58 3.08 
Telephone & Data 0.50 104.88 4.5 0.52 0.50 5.00 

Average $0.96 $67.52 7.1 $0.99 1.49 8.62 

BellSouth 0.76 45.47 2.5 0.78 1.71 4.21 
SBC Communications 1.02 44.62 5.5 1.08 2.41 7.91 

Average $0.89 $45.04 4.0 $0.93 2.06 6.06 

Source: Value Line, April 7, 2000; aniYahoo Historical Quotes. 



I 

Telephones: DCF EsLnatec 

Price 

Exhibit-(JBL-l ) 
Schedule 4 
Page 4 of 4 

Cost of Equity 

Expected 
Current as of Value Line Projected Projected Return on 

Company Dividend 06/30/99 Growth (%) Dividend Yield (%) Equity (%) 

ALLTEL $1.28 $61.94 4.5 $1.34 2.16 6.66 
Century Tel. Ent. 0.19 28.75 19.0 0.23 0.79 19.79 
GTE Corp. 1.88 76.88 0.5 1.89 2.46 2.96 
Telephone & Data 0.50 100.30 4.5 0.52 0.52 5.02 

Average $0.96 $66.96 7.1 $0.99 1.48 8.61 

BellSouth 0.76 42.63 2.5 0.78 1.83 4.33 
SBC Communications 1.02 44.00 5.5 1.08 2.45 7.95 

Average $0.89 $43.31 4.0 $0.93 2.14 6.14 

Source: Value Line, April 7,2000; anlYahoo Historical Quotes. 
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Telephones: DCF Estimated Cost of Equity 

5-year 5-year Average Expected 
Current Ave Price Historical Historical Historical Projected Projected Return on 

Dividend ADriCJune EPS Growth DPS Growth Growth (%J Dividend Yield (%I Equity (‘36) 

$1.28 $64.63 10.00 7.50 8.75 $1.41 2.18 12.18 
0.19 27.25 18.50 4.50 11.50 0.23 0.83 19.33 
1.88 73.34 6.50 1 .oo 3.75 2.00 2.73 9.23 
0.50 104.88 0.00 5.50 2.75 0.50 0.48 0.48 

Company 

ALLTEL 
Century Tel. Ent. 
GTE Cop. 
Telephone & Data 

Average 

BellSouth 
SBC Communications 

Average 

Company 

ALLTEL 
Century Tel. Ent. 
GTE Corp. 
Telephone & Data 

Average 

BellSouth 
SBC Communications 

Average 

$0.96 $55.07 11.67 4.33 8.00 $1.21 1.91 13.58 

0.76 45.47 11.50 1 .oo 6.25 0.85 1.86 13.36 
1.02 44.62 10.50 4.00 7.25 1.13 2.53 13.03 

$0.89 $45.05 11.00 2.50 6.75 $0.99 2.19 13.19 

Price 5-year 5-year Average Expected 
Current as of Historical Historical Historical Projected Projected Return on 

Dividend 06/30/99 EPS Growth DPS Growth Growth (%) Dividend yield0 Equity (%) 

$1.28 $61.94 10.00 7.50 8.75 $1.41 2.00 12.00 
0.19 28.75 18.50 4.50 11.50 0.23 0.55 19.05 
1.88 76.88 6.50 1 .00 3.75 2.00 2.60 9.10 
0.50 100.3 

$1.12 $62.63 11.67 4.33 8.00 $1.21 1.72 13.39 

0.76 42.63 11.50 1 .oo 6.25 0.85 1.88 13.38 
1.02 44.00 10.50 4.00 7.25 1.13 2.21 12.71 

$0.89 $48.03 11 .oo 2.50 6.75 $0.99 2.05 13.05 

Source: Value tine, October 8, 1999; and Yahoo Historical Quotes. 
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Common Equity Ratios for Telephone Companies 

2003- 
Company ~ ~ 1 9 9 7 1 9 9 8 1 9 9 9 2 o o o ~ ~  

Century Tel. Ent. 57.5 % 60.4 % 32.7 % 36.8 % 46.1 % 42.5 % 49.0 % 67.0 % 
GTE Corp. 31.5 32.1 32.4 33.5 43.7 44.0 45.0 51.0 
Telephone& Data Sys. 58.0 58.5 53.5 52.6 54.0 55.0 55.5 60.9 

Average 49.0 % 50.3 % 39.5 ?h 41.0 % 47.9 % 47.2 % 49.0 % 59.6 % 

Bell Atlantic 51.1 % 56.5 % 47.4 % 42.0 % 47.5 % 52.5 % 52.0 % 67.5 % 
BellSouth 50.8 60.8 65.9 63.7 62.8 62.0 62.5 63.5 
SBCCommunications 52.4 55.4 43.2 50.3 59.1 61.5 64.0 66.5 

US West, Inc. 37.9 % 40.9 % 45.5 % 0.0 % 11.0 % 16.0 % 22.5 % 39.5 % 

Source: Value Line, April 7,2000. 
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Risk Indicators for Telephone Companies 

Value 
Line Safety Financial 

Company Beta Rank Strenat h 

ALLTEL 0.70 2.0 A 
CenturyTel 0.90 2.0 B++ 
GTE Corp. 0.85 1 .o A+ 
Sprint, Inc. NMF 3.0 B+ 
Telephone & Data 0.75 3.0 B 

Average 0.80 2.2 B++ 

Bell Atlantic 0.85 1 .o A+ 
BellSouth 0.80 1 .o A+ 
SBC Communications 0.80 2.0 A+ 

Average 0.82 1.3 A+ 

US West, Inc. 0.75 3.0 B 

Source: Value Line, April 7, 2000. 

Price 
Stability 

90 
90 
90 

NMF 
75 

86 

90 
85 
80 

85 

90 
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US West, Inc.: Projected Growth Rates 

mfl 

January 1984 
April 1984 
July 1984 
October 1984 
January 1985 
April 1985 
July 1985 
October 1985 
January 1986 
April 1986 
July 1986 
October 1986 
January 1987 
April 1987 
July 1987 
October 1987 
January 1988 
Apnl1988 
July 1988 
October 1988 
January 1989 
April 1989 
July 1989 
October 1989 
January 1990 
April 1990 
July 1990 
October I990 
January 1991 
Apnll991 
July 1991 
October 1991 
January 1992 
April 1992 
July 1992 
October 1992 
January 1993 
April 1993 
July 1993 
October 1993 
January 1994 
April 1994 
July 1994 
October 1994 
January 1995 
April 1995 
July 1995 
October 1995 
January 1996 
April 1996 
July 1996 
October 1996 
January 1997 
April 1997 
July 1997 
October 1997 
January 1998 
April 1998 
July 1998 
October 1998 
January 1999 

Projected 
Dividends 
PerShare 

$6.25 
6.35 
7.00 
7.20 
7.20 
7.20 
7.50 
7.50 
7.50 
3.75 
4.10 
3.80 
3.75 
3.75 
3.90 
3.90 
4.05 
4.05 
4.05 
4.25 
4.25 
4.55 
5.00 
5.00 
5.00 
2.50 
2.60 
2.60 
2.60 
2.60 
2.60 
2.60 
2.72 
2.72 
2.60 
2.60 
2.60 
2.80 
2.50 
2.50 
2.30 
2.35 
2.40 
2.30 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.18 
2.18 
2.18 
2.18 
2.14 
2.14 
2.20 
2.18 

Projected 
Earnings 
PerShare 

$10.50 
10.70 
11.50 
11.80 
12.00 
12.00 
12.75 
12.75 
12.75 
6.50 
7.00 
6.75 
6.75 
6.00 
6.20 
6.20 
6.45 
6.45 
6.85 
6.85 
6.85 
7.20 
7.85 
7.85 
8.15 
3.90 
4.10 
4.10 
4.00 
4.35 
4.35 
4.35 
4.85 
4.55 
4.55 
4.45 
4.30 
4.30 
3.75 
4.50 
4.30 
4.30 
4.30 
4.00 
3.75 
3.70 
3.60 
3.60 
2.90 
2.95 
2.95 
3.00 
3.00 
3.15 
3.25 
3.25 
3.25 
3.55 
2.70 
4.15 
4.25 

Projected Value 
Return on Projected Retention Line 
Common Retention Growth Dividend 

E c w 4 m w w -  
13.5 % 40.5 % 5.67 % 5.0 % 
13.5 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
14.0 
13.5 
14.0 
13.0 
13.0 
13.0 
13.0 
13.0 
13.0 
13.0 
13.0 
14.0 
14.5 
14.5 
14.5 
14.5 
14.5 
14.5 
15.5 
15.0 
15.0 
15.5 
16.0 
16.0 
15.5 
15.0 
14.5 
16.5 
14.5 
23.5 
21 .o 
20.5 
21 .o 
20.0 
18.0 
16.5 
16.0 
16.5 
26.0 
27.5 
27.5 
28.5 
29.0 
26.0 
23.5 
23.5 
23.5 
24.0 
25.5 
25.0 
54.0 

40.7 
39.1 
39.0 
40.0 
40.0 
41.2 
41.2 
41.2 
42.3 
41.4 
43.7 
44.4 
37.5 
37.1 
37.1 
37.2 
37.2 
40.9 
38.0 
38.0 
36.8 
36.3 
36.3 
38.7 
35.9 
36.6 
36.6 
35.0 
40.2 
40.2 
40.2 
43.9 
40.2 
42.9 
41.6 
39.5 
34.9 
33.3 
44.4 
46.5 
45.3 
44.2 
42.5 
42.9 
42.2 
40.6 
40.6 
26.2 
27.5 
27.5 
28.7 
28.7 
30.8 
32.9 
32.9 
32.9 
39.7 
20.7 
47.0 
48.7 

5.69 
5.67 
5.65 
5.80 
5.80 
5.97 
5.97 
5.97 
6.13 
6.01 
6.12 
6.44 
5.06 
5.01 
5.01 
5.02 
5.02 
5.52 
5.12 
5.12 
5.34 
5.45 
5.45 
5.80 
5.38 
5.49 
5.49 
5.60 
6.24 
6.24 
6.44 
7.25 
6.64 
6.86 
6.44 
5.93 
5.93 
5.00 

10.67 
10.00 
9.52 
9.50 
8.71 
7.94 
7.17 
6.69 
6.89 
6.94 
7.69 
7.69 
8.31 
8.46 
8.16 
7.90 
7.90 
7.90 
9.73 
5.39 

11.98 
26.54 

5.5 
9.0 
7.5 
7.5 
7.5 
7.0 
7.0 
7.0 
7.0 
7.0 
6.0 
5.5 
5.5 
5.5 
5.5 
6.0 
6.0 
5.0 
5.5 
5.5 
7.0 
7.5 
7.5 
7.5 
7.5 
6.5 
6.5 
6.5 
5.5 
5.5 
5.5 
5.5 
5.0 
4.5 
4.5 
4.5 
5.0 
3.0 
3.0 
2.0 
1.5 
2.0 
1.5 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.5 

Source: Value Line. 

Note: Retention Rate = 1 - DividendsEarnings 
Growth Rate = Retention Rate x (Return on Equity + 0.5%). 
Return on equity increased by 0.5% to reflect conversion from 
yearend to amage year basis. 



W r  

1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1986.1 
1986.2 
1986.3 
1986.4 
1987.1 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992. I 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 
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US West, Inc.: Historical DCF Analysts 

ma2 

$57.750 
63.000 
70.500 
74.875 
81 ,000 
73.625 
89.000 
98.625 
55.125 
53.250 
54.000 
55.000 
52.625 
58.875 
51.125 
52.375 
56.375 
58.625 
57.750 
62.375 
69.000 
71.500 
80.125 
73.875 
35.875 
34.875 
38.875 
39.125 
35.375 
35.875 
37.875 
34.125 
36.500 
38.000 
38.375 
43.625 
45.875 
49.250 
45.875 
40.750 
41.875 
38.750 
35.625 
40.125 
41.625 
47.125 
35.625 
32.375 
32.000 
29.875 
32.250 
33.875 
37.063 
38.500 
45.125 
54.625 
46.813 
52.500 
64.625 

Projected 
Dividend 

$5.71 
5.71 
5.71 
5.71 
6.05 
6.06 
6.06 
6.06 
3.23 
3.22 
3.23 
3.24 
3.45 
3.44 
3.44 
3.44 
3.70 
3.71 
3.70 
3.70 
3.96 
3.96 
3.96 
3.98 
2.11 
2.11 
2.11 
2.11 
2.21 
2.21 
2.21 
2.23 
2.26 
2.29 
2.29 
2.28 
2.29 
2.29 
2.30 
2.30 
2.32 
2.32 
2.31 
2.31 
2.31 
2.31 
2.35 
2.26 
2.40 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 

Projected rn 
9.88 
9.06 
8.09 
7.63 
7.47 
8.23 
6.81 
6.15 
5.85 
6.05 
5.97 
5.88 
6.55 
5.85 
6.74 
6.58 
6.56 
6.34 
6.41 
5.93 
5.74 
5.55 
4.95 
5.38 
5.87 
6.05 
5.43 
5.40 
6.25 
6.16 
5.85 
6.54 
6.19 
6.02 
5.98 
5.23 
4.99 
4.65 
5.02 
5.66 
5.54 
5.99 
6.50 
5.75 
5.55 
4.90 
6.59 
6.97 
7.49 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

Retention 
Growth 
Rate 

5.69 % 
5.67 
5.65 
5.80 
5.80 
5.97 
5.97 
5.97 
6.13 
6.01 
6.12 
6.44 
5.06 
5.01 
5.01 
5.02 
5.02 
5.52 
5.12 
5.12 
5.34 
5.45 
5.45 
5.80 
5.38 
5.49 
5.49 
5.60 
6.24 
6.24 
6.44 
7.25 
6.64 
6.86 
6.44 
5.93 
5.93 
5.00 

10.67 
10.00 
9.52 
9.50 
8.71 
7.94 
7.17 
6.69 
6.89 
6.94 
7.69 
7.69 
8.31 
8.46 
8.16 
7.90 
7.90 
7.90 
9.73 
5.39 

11.98 

Expected 
J3etl.m 

15.57 % 
14.73 
13.74 
13.43 
13.27 
14.20 
12.78 
12.12 
11.98 
12.06 
12.09 
12.32 
11.61 
10.86 
11.75 
11.60 
11.58 
11.86 
11.53 
11.05 
11.08 
11.00 
10.40 
11.18 
11.25 
11.54 
10.92 
11.00 
12.49 
12.40 
12.29 
13.79 
12.83 
12.88 
12.42 
11.16 
10.92 
9.65 

15.69 
15.66 
15.06 
15.49 
15.21 
13.69 
12.72 
11.59 
13.48 
13.91 
15.18 
14.85 
14.95 
14.78 
13.93 
13.46 
12.64 
11.82 
14.30 
9.47 

15.29 

Source: Price is closing price of previous quarter. 
Projected dividend is annualized dividend of previous quarter times 1 + the growth 
rate. 
Fgures adjusted for stock splits. 



I ’  I 

1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1986.1 
1986.2 
1986.3 
1986.4 
1987.1 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992.1 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 
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US West, Inc.: Historical DCF Analysis 

price 

$57.750 
63.000 
70.500 
74.875 
81.000 
73.625 
89.000 
98.625 
55.125 
53.250 
54.000 
55.000 
52.625 
58.875 
51.125 
52.375 
56.375 
58.625 
57.750 
62.375 
69.m 
71.500 
80.125 
73.875 
35.875 
34.875 
38.875 
39.125 
35.375 
35.875 
37.875 
34.125 
36.500 
38.000 
38.375 
43.625 
45.875 
49.250 
45.875 
40.750 
41.875 
38.750 
35.625 
40.125 
41.625 
47.125 
35.625 
32.375 
32.000 
29.875 
32.250 
33.875 
37.063 
38.500 
45.125 
54.625 
46.813 
52.500 
64.625 

Projected 
Dividend 

$5.70 
5.89 
5.81 
5.81 
6.15 
6.12 
6.12 
6.12 
3.25 
3.25 
3.22 
3.21 
3.46 
3.46 
3.46 
3.48 
3.73 
3.70 
3.71 
3.71 
4.02 
4.04 
4.04 
‘4.04 
2.15 
2.13 
2.13 
2.13 
2.19 
2.19 
2.19 
2.19 
2.24 
2.15 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 
2.14 

Projected 
m 

9.86 
9.34 
8.23 
7.75 
7.59 
8.31 
6.88 
6.21 
5.90 
6.11 
5.97 
5.83 
6.58 
5.88 
6.77 
6.64 
6.62 
6.30 
6.43 
5.95 
5.83 
5.65 
5.04 
5.47 
5.99 
6.11 
5.48 
5.44 
6.20 
6.12 
5.79 
6.43 
6.13 
5.66 
5.58 
4.91 
4.66 
4.35 
4.66 
5.25 
5.11 
5.52 
6.01 
5.33 
5.14 
4.54 
6.01 
6.61 
6.69 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

Value Line 
Growth 
R a t e  

5.50 % 
9.00 
7.50 
7.50 
7.50 
7.00 
7.00 
7.00 
7.00 
7.00 
6.00 
5.50 
5.50 
5.50 
5.50 
6.00 
6.00 
5.00 
5.50 
5.50 
7.00 
7.50 
7.50 
7.50 
7.50 
6.50 
6.50 
6.50 
5.50 
5.50 
5.50 
5.50 
5.50 
5.00 
4.50 
4.50 
4.50 
5.00 
3.00 
3.00 
2.00 
1.50 
2.00 
1.50 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 
0.00 

E)P=td 
J%&!!m 

15.36 % 
18.34 
15.73 
15.25 
15.09 
15.31 
13.88 
13.21 
12.90 
13.11 
11.97 
11.33 
12.08 
11.38 
12.27 
12.64 
12.62 
1 1.30 
11.93 
11.45 
12.83 
13.15 
12.54 
12.97 
13.49 
12.61 
11.98 
11.94 
11.70 
11.62 
11.29 
11.93 
11.63 
10.66 
10.08 
9.41 
9.16 
9.35 
7.66 
8.25 
7.11 
7.02 
8.01 
6.83 
5.14 
4.54 
6.01 
6.61 
6.69 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

Source: Price is closing price of previous quarter. 
Projected dividend is annualized dividend of previous quarter times 1 + the growth 
rate. 
Figures adjusted for stock splits. 
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us Wmt, Inc.: Expected Risk Premiums, 1984-W99 

Bond Yield Risk Premium 

Expected 
Return on 

Yr./Qtr. USW Stock 

1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1986.1 
1986.2 
1986.3 
1986.4 
1987.1 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992.1 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 

15.57 % 
14.73 
13.74 
13.43 
13.27 
14.20 
12.78 
12.12 
11.98 
12.06 
12.09 
12.32 
11.61 
10.86 
11.75 
11.60 
11.58 
11.86 
11.53 
11.05 
11.08 
11.00 
10.40 
11.18 
11.25 
11.54 
10.92 
11.00 
12.49 
12.40 
12.29 
13.79 
12.83 
12.88 
12.42 
11.16 
10.92 
9.65 

15.69 
15.66 
15.06 
15.49 
15.21 
13.69 
12.72 
11.59 
13.48 
13.91 
15.18 
14.85 
14.95 
14.78 
13.93 
13.46 
12.64 
11.82 
14.30 
9.47 

15.29 

13.44 % 14.90 % 
12.29 
11.52 
11.81 
10.45 
10.61 
9.54 
7.96 
7.57 
7.62 
7.37 
7.55 
8.57 
9.59 
9.12 
8.63 
9.00 
9.06 
9.01 
9.17 
8.27 
8.15 
7.90 
8.55 
8.45 
9.01 
8.24 
8.29 
8.47 
7.95 
7.68 
7.97 
7.84 
7.33 
7.43 
6.82 
6.80 
5.99 
6.34 
6.91 
7.50 
7.71 
7.87 
7.45 
6.57 
6.55 
6.06 
6.60 
7.06 
7.03 
6.63 
6.93 
6.70 
6.50 
5.99 
5.95 
5.70 
5.20 
5.06 

13.43 
12.49 
13.08 
11.17 
11.27 
10.24 
8.75 
9.02 
8.91 
8.41 
8.21 
9.37 

10.53 
10.64 
9.72 

10.27 
10.15 
9.67 
9.87 
9.13 
0.10 
8.92 
9.48 
9.38 
9.73 
9.18 
9.04 
9.10 
8.65 
8.38 
8.39 
8.26 
8.04 
8.01 
7.64 
7.37 
6.76 
7.06 
7.60 
8.20 
8.41 
8.55 
8.18 
7.39 
7.42 
6.94 
7.45 
7.83 
7.76 
7.33 
7.70 
7.55 
7.33 
6.99 
6.96 
6.80 
6.66 
6.43 

Average 

on 
T-wy 
l a t e  

2.13 % 
2.44 
2.22 
1.62 
2.82 
3.59 
3.24 
4.16 
4.41 
4.44 
4.72 
4.77 
3.04 
1.27 
2.63 
2.97 
2.58 
2.80 
2.52 
1.88 
2.81 
2.85 
2.50 
2.63 
2.80 
2.53 
2.68 
2.71 
4.02 
4.45 
4.61 
5.82 
4.99 
5.55 
4.99 
4.34 
4.12 
3.66 
9.35 
8.75 
7.56 
7.78 
7.34 
6.24 
6.15 
5.04 
7.42 
7.31 
8.12 
7.82 
8.32 
7.85 
7.23 
6.96 
6.65 
5.87 
8.60 
4.27 

10.23 

4.80 % 

on 
Utility 

J&&e 

0.67 % 
1.30 
1.25 
0.35 
2.10 
2.93 
2.54 
3.37 
2.96 
3.15 
3.68 
4.11 
2.24 
0.33 
1.11 
1.88 
1.31 
1.71 
1.86 
1.18 
1.95 
1.90 
1.48 
1.70 
1.87 
1 .81 
1.74 
1.96 
3.39 
3.75 
3.91 
5.40 
4.57 
4.84 
4.41 
3.52 
3.55 
2.89 
8.63 
8.06 
6.86 
7.08 
6.66 
5.51 
5.33 
4.17 
6.54 
6.46 
7.35 
7.09 
7.62 
7.08 
6.38 
6.13 
5.65 
4.86 
7.50 
2.81 
8.86 

3.92 % 

Scurce: Return on BallSouth Stock from Schedule 9, page 1 of 2. 
Utili Bond Yields, Moody's Public Ml#y Manuals and 
Bond Survey. =Year Tmasuty 6 m d  Yield fnm -1 
Reserve Bulletin and Value tine. 
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US West, Inc.: Expected Risk Premiums, 1984-1999 

Bond Yield Risk Premium 

Expected 
Return on 

Yr.lQtr. !JS&Sk& 

1984.3 
1984.4 
1985.1 
1985.2 
1985.3 
1985.4 
1 986.1 
1986.2 
1986.3 
1986.4 
1987.1 
1987.2 
1987.3 
1987.4 
1988.1 
1988.2 
1988.3 
1988.4 
1989.1 
1989.2 
1989.3 
1989.4 
1990.1 
1990.2 
1990.3 
1990.4 
1991.1 
1991.2 
1991.3 
1991.4 
1992.1 
1992.2 
1992.3 
1992.4 
1993.1 
1993.2 
1993.3 
1993.4 
1994.1 
1994.2 
1994.3 
1994.4 
1995.1 
1995.2 
1995.3 
1995.4 
1996.1 
1996.2 
1996.3 
1996.4 
1997.1 
1997.2 
1997.3 
1997.4 
1998.1 
1998.2 
1998.3 
1998.4 
1999.1 

15.36 % 
18.34 
15.73 
15.25 
15.09 
15.31 
13.08 
13.21 
12.90 
13.11 
11.97 
11.33 
12.08 
11.38 
12.27 
12.64 
12.62 
11.30 
11.93 
11.45 
12.83 
13.15 
12.54 
12.97 
13.49 
12.61 
11.98 
11.94 
11.70 
11.62 
11.29 
11.93 
11.63 
10.66 
10.08 
9.41 
9.16 
9.35 
7.66 
8.25 
7.11 
7.02 
8.01 
6.83 
5.14 
4.54 
6.01 
6.61 
6.69 
7.16 
6.64 
6.32 
5.77 
5.56 
4.74 
3.92 
4.57 
4.08 
3.31 

30-Year 
Treasury 

llQcKls 

13.44 % 
12.29 
11.52 
11.81 
10.45 
10.61 
9.54 
7.96 
7.57 
7.62 
7.37 
7.55 
8.57 
9.59 
9.12 
8.63 
9.00 
9.06 
9.01 
9.17 
8.27 
8.15 
7.90 
8.55 
8.45 
9.01 
8.24 
8.29 
0.47 
7.95 
7.68 
7.97 
7.84 
7.33 
7.43 
6.82 
6.80 
5.99 
6.34 
6.91 
7.50 
7.71 
7.87 
7.45 
6.57 
6.55 
6.06 
6.60 
7.06 
7.03 
6.63 
6.93 
6.70 
6.50 
5.99 
5.95 
5.70 
5.20 
5.06 

Aaa Utility 
EbmiEm 

14.90 % 
13.43 
12.49 
13.08 
11.17 
11.27 
10.24 
8.75 
9.02 
8.91 
8.41 
8.21 
9.37 

10.53 
10.64 
9.72 

10.27 
10.15 
9.67 
9.87 
9.13 
9.10 
8.92 
9.48 
9.38 
9.73 
9.18 
9.04 
9.10 
8.65 
8.38 
8.39 
8.26 
8.04 
8.01 
7.64 
7.37 
6.76 
7.06 
7.60 
8.20 
8.41 
8.55 
8.18 
7.39 
7.42 
6.94 
7.45 
7.83 
7.78 
7.33 
7.70 
7.55 
7.33 
6.99 
6.96 
6.80 
6.66 
6.43 

On 
Treasury 
Bate 

1.92 % 
6.05 
4.21 
3.44 
4.64 
4.70 
4.34 
5.25 
5.33 
5.49 
4.60 
3.78 
3.51 
1.79 
3.15 
4.01 
3.62 
2.24 
2.92 
2.28 
4.56 
5.00 
4.64 
4.42 
5.04 
3.60 
3.74 
3.65 
3.23 
3.67 
3.61 
3.96 
3.79 
3.33 
2.65 
2.59 
2.36 
3.36 
1.32 
1.34 

-0.39 
-0.69 
0.14 

-0.62 
-1.43 
-2.01 
-0.05 
0.01 

-0.37 
0.13 
0.01 

-0.61 
-0.93 
-0.94 
-1.25 
-2.03 
-1.13 
-1.12 
-1.75 

On 
Utility 

0.46 % 
4.91 
3.24 
2.17 
3.92 
4.04 
3.64 
4.46 
3.88 
4.20 
3.56 
3.12 
2.71 
0.85 
1.63 
2.92 
2.35 
1.15 
2.26 
1.58 
3.70 
4.05 
3.62 
3.49 
4.11 
2.88 
2.80 
2.90 
2.60 
2.97 
2.91 
3.54 
3.37 
2.62 
2.07 
1.77 
1.79 
2.59 
0.60 
0.65 

-1.09 
-1.39 
-0.54 
-1.35 
-2.25 
-2.88 
-0.93 
-0.84 
-1.14 
-0.60 
-0.69 
-1.38 
-1.78 
-1.77 
-2.25 
-3.04 
-2.23 
-2.58 
-3.12 

Average 

Average 1984.3-1994.2 

2.24 % 

3.68 % 

f.36 K 

2.80 % 

Source: Return on BellSouth Stock from Schedule 9, page 2 of 2. 
Utility Bond Yields, Moody's Public Utility Manuals and 
Bond Survey. 30-Year Treasury Bond Yield from Federal 
Reserve Bulletin and Value Line. 
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Independent Telephones: Value Line's Projected Earnings, 
Dividends, and Return on Equity, Retention Growth Rates, 

and Projected Dividend Growth Rates 

~ 

m Dividends 
I 

1 1 /04/77 
1 1 /03/78 
1 1 /07/79 
1 OlO3180 
10/30/81 
lOl29182 
10/28/83 
10/26/84 
I0125185 
1 0124186 
10/23/87 
1 012 1 188 
10/20/89 
1011 9/90 
1011 8/91 
1 011 6/92 
1011 5/93 
1011 4/94 
1011 3/95 
1 011 2/96 
1011 0197 
10/09/98 

$2.14 
2.34 
2.54 
2.78 
3.05 
3.1 1 
2.77 
2.82 
3.02 
2.73 
2.44 
2.94 
2.66 
1.59 
1.69 
I .74 
1.76 
1.49 
1.48 
1.52 
1.27 
1.14 

Earnings 

$3.59 
3.81 
4.16 
4.47 
5.22 
5.49 
4.96 
5.23 
5.56 
5.02 
4.32 
5.33 
4.99 
3.16 
2.88 
2.74 
3.10 
2.95 
3.25 
4.08 
3.06 
3.29 

Return on 
Equity (%) 

12.9 
13.1 
14.1 
14.4 
15.4 
15.2 
15.1 
15.0 
15.2 
14.5 
15.6 
17.9 
19.1 
18.1 
17.3 
15.9 
19.0 
18.8 
19.3 
23.7 
22.3 
21.7 

Retention 
Growth - 

5.41 
5.25 
5.69 
5.63 
6.61 
6.81 
6.89 
7.14 
7.17 
6.84 
7.01 
8.25 
9.15 
9.24 
7.35 
5.99 
8.43 
9.55 

10.78 
15.18 
13.34 
14.51 

Projected 
Dividend 

Growth (4 0 

7.3 
7.9 
7.8 
7.2 
7.3 
6.3 
5.4 
4.9 
5.0 
4.1 
5.3 
8.4 

10.6 
6.4 
5.5 
5.2 
6.6 
4.8 
4.5 
4.2 
3.3 
3.3 

Source: Value tine. 



Year 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 

Exhi bit-( J BL- 1 ) 
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Independent Telephones: Historical DCF Estimates 

Retention 
Year End Growth Projected Projected 

Price Dividend Rate (%) Dividend Yield (%) 

$24.14 
23.13 
23.16 
22.64 
27.67 
32.38 
31.42 
32.28 
38.25 
43.41 
33.19 
43.55 
55.00 
29.61 
32.85 
35.45 
36.09 
26.44 
36.25 
39.96 
38.33 
47.90 

$1.62 
1.84 
2.05 
2.16 
2.30 
2.44 
2.24 
2.34 
2.42 
2.21 
2.05 
2.05 
1.66 
1.25 
1.29 
1.34 
1.35 
1.19 
1.21 
1.22 
1.12 
1.02 

5.41 
5.25 
5.69 
5.63 
6.61 
6.81 
6.89 
7.14 
7.17 
6.84 
7.01 
8.25 
9.15 
9.24 
7.35 
5.99 
8.43 
9.55 

10.78 
15.18 
13.34 
14.51 

$1.71 
1.94 
2.17 
2.28 
2.45 
2.61 
2.39 
2.51 
2.59 
2.36 
2.19 
2.22 
1.81 
1.37 
1.38 
1.42 
1.46 
1.30 
1.34 
1.41 
1.27 
1.17 

7.07 
8.37 
9.36 

10.08 
8.86 
8.05 
7.62 
7.77 
6.78 
5.44 
6.61 
5.10 
3.29 
4.61 
4.22 
4.01 
4.06 
4.93 
3.70 
3.52 
3.31 
2.44 

Expected 
Return (%I 

12.48 
13.62 
15.05 
15.71 
15.47 
14.86 
14.51 
14.91 
13.95 
12.28 
13.62 
13.35 
12.44 
13.85 
11.57 
10.00 
12.49 
14.4% 
14.48 
18.70 
16.65 
16.95 



1 , 

Year 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
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Independent Telephones: Historical DCF Estimates 

Value Line 
Year End Growth Projected Projected 

Price Dividend Rate (%) Dividend Yield (%) 

$24.14 
23.13 
23.16 
22.64 
27.67 
32.38 
31.42 
32.28 
38.25 
43.41 
33.19 
43.55 
55.00 
29.61 
32.85 
35.45 
36.09 
26.44 
36.25 
39.96 
38.33 
47.90 

$1.62 
1.84 
2.05 
2.16 
2.30 
2.44 
2.24 
2.34 
2.42 
2.21 
2.05 
2.05 
1.66 
1.25 
1.29 
1.34 
1.35 
1 . I9 
1.21 
1.22 
1 .I2 
1.14 

7.3 
7.9 
7.8 
7.2 
7.3 
6.3 
5.4 
4.9 
5.0 
4.1 
5.3 
8.4 

10.6 
6.4 
5.5 
5.2 
6.6 
4.8 
4.5 
4.2 
3.3 
3.3 

$1.74 
1.99 
2.21 
2.32 
2.47 
2.59 
2.36 
2.45 
2.54 
2.30 
2.16 
2.22 
1.84 
1.33 
1.36 
1.41 
1.44 
1.25 
1.26 
1.27 
1.16 
1 .I8 

7.20 
8.58 
9.54 

10.23 
8.92 
8.01 
7.51 
7.60 
6.64 
5.30 
6.50 
5.10 
3.34 
4.49 
4.14 
3.98 
3.99 
4.72 
3.49 
3.18 
3.02 
2.46 

Expected 
Return (%) 

14.50 
16.48 
17.34 
17.43 
16.22 
14.31 
12.91 
12.50 
11.64 
9.40 

11.80 
13.50 
13.94 
10.89 
9.64 
9.18 

10.59 
9.52 
7.99 
7.38 
6.32 
5.76 
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Expected Risk Premiums: Independent Telephones, 1978-1999 
(Return based on Retention Growth) 

Expected 
Return 

Year on Equity (%) 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 

12.48 % 
13.62 
15.05 
15.71 
15.47 
14.86 
14.51 
14.91 
13.95 
12.28 
13.62 
13.35 
12.44 
13.85 
1 1.57 
10.00 
12.49 
14.48 
14.48 
18.70 
16.65 
16.95 

30-Year Expected 
Treasury Risk 

Bond Yield Premium (%) 

7.94 % 
8.88 

10.12 
12.40 
13.45 
10.54 
11.88 
11.52 
9.54 
7.37 
9.12 
9.01 
7.90 
8.24 
7.68 
7.43 
6.34 
7.87 
6.06 
6.63 
5.99 
5.06 

Average 

Average 1995-99 

4.54 % 
4.74 
4.93 
3.31 
2.02 
4.32 
2.63 
3.39 
4.41 
4.91 
4.50 
4.34 
4.54 
5.61 
3.89 
2.57 
6.15 
6.61 
8.42 

12.07 
10.66 
11.89 

5.48 % 

9.93 % 

Source: Expected Returns from Schedule 12, page 1 of 2; 30-Year 
Treasury Bond Yield, Federal Reserve Bulletin. 
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Expected Risk Premiums: Independent Telephones, 1978-1999 
(Return based on Value Line Growth) 

___ Year 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 

Expected 
Return 

on Equity (%) 

14.50 % 
16.48 
17.34 
17.43 
16.22 
14.31 
12.91 
12.50 
11.64 
9.40 

11.80 
13.50 
13.94 
10.89 
9.64 
9.18 

10.59 
9.52 
7.99 
7.38 
6.32 
5.76 

30-Year Expected 
Treasury Risk 

Bond Yield Premium (%) 

7.94 % 
8.88 

10.12 
12.40 
13.45 
10.54 
11.88 
11.52 
9.54 
7.37 
9.12 
9-01 
7.90 
8.24 
7.68 
7.43 
6.34 
7.87 
6.06 
6.63 
5.99 
5.06 

Average 

Average 1995-99 

6.56 % 
7.60 
7.22 
5.03 
2.77 
3.77 
1.03 
0.98 
2.10 
2.03 
2.68 
4.49 
6.04 
2.65 
1.96 
1.75 
4.25 
1.65 
1.93 
0.75 
0.33 
0.70 

3.10 % 

1.07 % 

Source: Expected Returns from Sc, ,edule 12, page 2 of 2; 30-Year 
Treasury Bond Yield, Federal Reserve Bulletin. 



Year 

1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 

1982: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

1983: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

May 
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Moody’s Public Utility Bond Yields 

Aaa Aa A 

6.22 % 
7.12 
8.31 
7.72 
7.46 
7.60 
8.71 
9.03 
8.63 
8.19 
8.87 
9.87 

12.30 
14.64 

15.79 
15.88 
15.05 
14.86 
14.68 
15.32 
14.96 
13.98 
13.24 
12.42 
12.1 1 
12.32 

12.29 
12.48 
12.19 
12.00 
12.01 
12.23 
12.69 
13.04 
12.85 
12.66 
12.82 
13.00 

6.35 % 
7.34 
8.52 
8.00 
7.60 
7.72 
9.04 
9.44 
8.92 
8.43 
9.10 

10.23 
13.00 
15.30 

16.48 
16.33 
15.57 
15.12 
15.01 
15.78 
15.67 
14.71 
13.92 
13.21 
12.92 
12.76 

12.74 
13.02 
12.67 
12.43 
12.44 
12.64 
12.86 
13.18 
13.04 
12.88 
12.97 
13.14 

6.51 % 
7.54 
8.69 
8.16 
7.72 
7.84 
9.50 

10.09 
9.29 
8.61 
9.29 

10.49 
13.34 
15.95 

16.83 
16.84 
16.50 
16.31 
16.04 
16.42 
16.42 
15.83 
15.40 
14.79 
14.46 
14.43 

14.24 
14.26 
13.94 
13.61 
13.50 
13.64 
13.58 
13.57 
13.42 
13.25 
13.38 
13.52 

Baa 

6.87 % 
7.93 
9.18 
8.63 
8.17 
8.17 
9.84 

10.96 
9.82 
9.06 
9.62 

10.97 
13.95 
16.54 

17.83 
17.83 
17.16 
17.00 
16.68 
17.21 
17.09 
16.37 
15.68 
15.10 
14.81 
14.69 

14.56 
14.61 
14.33 
14.07 
14.05 
14.16 
14.01 
14.21 
14.10 
13.95 
14.12 
14.23 
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1984: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

May 

1985: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

May 

1986: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

Aaa Aa A 

13.00 
12.66 
12.49 

12.47 
12.61 
13.08 
12.77 
12.18 
11.17 
11.18 
11.23 
11.27 
11.23 
10.71 
10.24 

10.14 
9.65 
8.75 
8.45 
9.07 
9.02 
8.66 
8.59 
8.91 
8.84 
8.59 
8.41 

13.02 % 
13.04 
13.66 
13.93 
14.66 
14.90 
14.42 
13.67 
13.43 
13.38 
13.00 
12.76 

12.68 
12.87 
13.50 
13.17 
12.65 
11.68 
11.55 
11.65 
11.68 
11.61 
11.10 
10.57 

10.44 
9.98 
9.16 
8.87 
9.38 
9.36 
9.05 
9.03 
9.28 
9.24 
9.01 
8.81 

13.39 % 
13.41 
13.87 
14.16 
14.90 
15.09 
14.82 
14.43 
14.17 
13.80 
13.23 
13.11 

12.99 
13.08 
13.87 
13.61 
13.12 
12.13 
12.07 
12.13 
12.13 
12.01 
1 1.49 
10.97 

10.79 
10.26 
9.48 
9.14 
9.59 
9.62 
9.37 
9.29 
9.52 
9.52 
9.28 
9.12 

Baa 

14.05 % 
14.05 
14.56 
14.82 
15.28 
15.50 
15.50 
14.79 
14.51 
14.17 
13.72 
13.46 

13.36 
13.44 
14.19 
14.1 1 
13.62 
12.66 
12.70 
12.73 
12.72 
12.52 
12.04 
1 1.48 

11.24 
10.74 
9.91 
9.63 

10.02 
10.03 
9.69 
9.70 
9.96 
9.95 
9.69 
9.49 



Year 

1987: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1988: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1989: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 
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Aaa 

8.23 % 
8.29 
8.21 
8.83 
9.34 
9.37 
9.56 
9.92 

10.53 
10.92 
10.43 
10.64 

10.39 
9.77 
9.72 

10.07 
10.29 
10.27 
10.50 
10.66 
10.15 
9.62 
9.52 
9.67 

9.72 
9.71 
9.87 
9.88 
9.60 
9.13 
8.98 
9.02 
9.10 
9.01 
8.92 
8.92 

Aa 

8.62 % 
8.69 
8.64 
9.15 
9.63 
9.61 
9.70 

10.05 
10.66 
11.11 
10.62 
10.78 

10.52 
9.91 
9.92 

10.29 
10.53 
10.52 
10.76 
10.85 
10.34 
9.79 
9.80 
9.90 

9.89 
9.93 

10.05 
10.02 
9.79 
9.37 
9.23 
9.27 
9.35 
9.28 
9.25 
9.26 

A 

8.95 % 
9.00 
8.93 
9.38 
9.91 

10.02 
10.13 
10.45 
11.22 
11.34 
10.82 
10.98 

10.76 
10.10 
10.09 
10.54 
10.81 
10.79 
11.04 
11 .I7 
10.61 
9.97 
9.90 

10.06 

10.08 
10.07 
10.23 
10.18 
9.99 
9.64 
9.50 
9.52 
9.58 
9.54 
9.51 
9.44 

Baa 

9.27 % 
9.24 
9.19 
9.85 

10.40 
10.46 
10.62 
10.90 
11.58 
7 1.91 
1 1.40 
11.55 

11.34 
10.65 
10.69 
11.23 
1 I .38 
11.27 
11.52 
11.69 
11.13 
10.31 
10.35 
10.44 

10.38 
10.38 
10.50 
10.49 
10.29 
9.80 
9.64 
9.64 
9.70 
9.64 
9.64 
9.60 



1990: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1991: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1992: 
January 
February 
March 
Apri I 
May 
June 
July 
August 
September 
October 
November 
December 
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Aaa 

9.08 
9.35 
9.48 
9.60 
9.58 
9.38 
9.36 
9.54 
9.73 
9.66 
9.43 
9.18 

9.17 
8.92 
9.04 
8.95 
8.93 
9.10 
9.10 
8.81 
8.65 
8.57 
8.52 
8.38 

8.22 
8.30 
8.39 
8.36 
8.32 
8.26 
8.12 
8.04 
8.04 
8.06 
8.1 1 
8.01 

Aa 

9.39 
9.59 
9.60 
9.81 
9.83 
9.60 
9.61 
9.78 
9.87 
9.77 
9.59 
9.42 

9.39 
9.16 
9.23 
9.14 
9.16 
9.28 
9.26 
9.06 
8.95 
8.92 
8.87 
8.71 

8.63 
8.76 
8.82 
8.76 
8.69 
8.63 
8.45 
8.30 
8.28 
8.42 
8.51 
8.32 

A 

9.56 
9.76 
9.85 
9.92 

10.00 
9.80 
9.75 
9.92 

10.12 
10.05 
9.90 
9.73 

9.71 
9.47 
9.55 
9.46 
9.44 
9.59 
9.55 
9.29 
9.16 
9.12 
9.05 
8.88 

8.84 
8.93 
8.97 
8.93 
8.87 
8.78 
8.57 
8.44 
8.40 
8.54 
8.63 
8.43 

Baa 

9.74 
9.96 

10.06 
10.13 
10.16 
9.96 
9.92 

10.12 
10.32 
10.28 
10.12 
9.96 

9.96 
9.68 
9.74 
9.64 
9.64 
9.79 
9.69 
9.47 
9.34 
9.32 
9.28 
9.07 

8.98 
9.09 
9.16 
9.1 1 
9.01 
8.90 
8.69 
8.58 
8.54 
8.76 
8.86 
8.69 



Yea 

1993: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

1994: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

1995: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

1996: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

May 

May 

May 

May 
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A 

7.94 
7.75 
7.64 
7.50 
7.44 
7.37 
7.25 
6.94 
6.76 
6.75 
7.06 
7.06 

7.05 
7.19 
7.60 
8.00 
8.1 1 
8.07 
8.21 
8.15 
8.41 
8.65 
8.77 
8.55 

8.53 
8.33 
8.18 
8.08 
7.17 
7.39 
7.51 
7.66 
7.42 
7.23 
7.13 
6.94 

6.92 
7.1 1 
7.45 
7.60 
7.73 
7.83 
7.78 
7.59 
7.76 
7.50 
7.21 
7.33 

__Aa 

8.14 
7.92 
7.76 
7.64 
7.64 
7.54 
7.38 
7.07 
6.89 
6.89 
7.17 
7.18 

7.18 
7.34 
7.74 
8.12 
8.24 
8.21 
8.38 
8.32 
8.56 
8.78 
8.90 
8.69 

8.66 
8.45 
8.29 
8.17 
7.80 
7.49 
7.60 
7.71 
7.48 
7.30 
7.22 
7.03 

7.02 
7.20 
7.55 
7.70 
7.79 
7.87 
7.83 
7.66 
7.84 
7.60 
7.32 
7.44 

A 

8.27 
8.04 
7.90 
7.81 
7.86 
7.75 
7.54 
7.25 
7.04 
7.03 
7.30 
7.34 

7.33 
7.42 
7.85 
8.22 
8.33 
8.31 
8.47 
8.41 
8.64 
8.86 
8.98 
8.76 

8.73 
8.52 
8.37 
8.27 
7.91 
7.60 
7.70 
7.83 
7.62 
7.46 
7.43 
7.23 

7.22 
7.37 
7.73 
7.89 
7.98 
8.06 
8.02 
7.84 
8.01 
7.77 
7.49 
7.59 

Aaa 

8.57 
8.31 
8.10 
8.1 I 
8.18 
8.05 
7.93 
7.59 
7.35 
7.27 
7.69 
7.73 

7.66 
7.76 
8.1 1 
8.47 
8.61 
8.64 
8.80 
8.74 
8.98 
9.24 
9.35 
9.16 

9.15 
8.93 
8.78 
8.67 
8.30 
8.01 
8.1 1 
8.24 
7.98 
7.82 
7.81 
7.63 

7.64 
7.78 
8.15 
8.32 
8.45 
8.51 
8.44 
8.25 
8.41 
8.15 
7.87 
7.98 
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Year 

1997: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

1998: 
January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
November 
December 

1999: 
January 
February 
March 
April 

June 
July 
August 
September 
October 
November 
December 

2000: 
January 
February 
March 
April 

May 

May 

Moody's Public Utility Bond Yields 

Aaa 

7.53 
7.47 
7.70 
7.88 
7.72 
7.55 
7.29 
7.39 
7.33 
7.18 
7.09 
6.99 

6.85 
6.91 
6.96 
6.94 
6.94 
6.80 
6.80 
6.75 
6.66 
6.63 
6.59 
6.43 

6.41 
6.56 
6.78 
6.80 
7.09 
7.37 
7.34 
7.54 
7.55 
7.73 
7.56 
7.76 

7.95 
7.82 
7.87 
7.87 

May 8.22 

4 

7.68 
7.60 
7.84 
8.00 
7.85 
7.68 
7.43 
7.46 
7.43 
7.28 
7.15 
7.07 

6.94 
6.99 
7.04 
7.02 
7.06 
6.91 
6.91 
6.87 
6.78 
6.79 
6.89 
6.78 

6.82 
6.94 
7.11 
7.1 1 
7.38 
7.67 
7.62 
7.82 
7.82 
7.96 
7.82 
8.00 

8.17 
7.99 
7.99 
8.00 
8.44 

A 

7.77 
7.64 
7.87 
8.03 
7.89 
7.72 
7.48 
7.51 
7.47 
7.35 
7.25 
7.16 

7.04 
7.12 
7.16 
7.16 
7.16 
7.03 
7.03 
7.00 
6.93 
6.96 
7.03 
6.91 

6.97 
7.09 
7.26 
7.22 
7.47 
7.74 
7.71 
7.91 
7.93 
8.06 
7.94 
8.14 

8.35 
8.25 
8.28 
8.29 
8.70 

8.18 
8.02 
8.26 
8.42 
8.28 
8.12 
7.87 
7.92 
7.79 
7.67 
7.49 
7.41 

7.28 
7.36 
7.37 
7.37 
7.34 
7.21 
7.23 
7.20 
7.13 
7.13 
7.31 
7.24 

7.30 
7.41 
7.55 
7.51 
7.74 
8.03 
7.97 
8.16 
8.19 
8.32 
8.12 
8.28 

8.40 
8.33 
8.40 
8.40 
8.86 

, Source: Moody's Public Ufilify Manuals and Mergent Bond Record. 
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Value Line and S&P Betas: Telephone Companies 

Bell Regional Holding Companies: 

Value 
Line S&P 

Company Beta Beta 

Bell Atlantic 
BellSouth 
SBC Communications 

0.85 0.63 
0.80 0.42 
0.80 0.79 

Average 0.82 0.61 

Independent Telephone Companies: 

ALLTEL 
CenturyTel 
GTE Corp. 
Sprint 
Telephone & Data 

0.70 0.47 
0.90 0.79 
0.85 0.66 
NMF 0.53 
0.75 0.78 

Average 0.80 0.65 

Source: Value Line, April 7,  2000; 
Standard & Poor's Corporation, Stock Reports, January 2000. 
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Value Line Projected Returns: Telephones 

Bell Regional Holding Companies: 
2003- 

Bell Atlantic 
BellSouth 
SBC Communications 

23.4 % 29.0 % 32.5 % 30.5 % 29.0 % 29.0 % 26.0 % 
19.0 18.4 20.2 25.8 26.0 26.0 21.0 
30.7 34.0 32.2 27.8 25.5 24.5 21.5 

Independent Telephone Companies: 

ALLTEL 
CenturyTel 
GTE Corp. 
Sprint 
Telephone & Data 

17.4 % 18.1 % 17.7 % 18.0 % 18.5 % 19.0 % 20.0 % 
12.6 11.6 12.9 13.3 12.5 14.0 16.0 
38.0 34.8 28.4 31.5 30.5 28.5 23.5 
14.4 10.2 17.1 16.5 14.5 16.0 16.0 
3.0 NMF NMF 2.5 4.0 4.0 8.0 

Average 17.1 % 18.7 % 19.0 % 16.4 % 16.0 % 16.3 % 16.7 % 

Source: Value tine, April 7, 2000. 
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Based on February 2000 US West Communications-Arizona Capital Structure 

Components 

Net funded Debt 
Capital Leases 

Cost Weighted 
Amount Ratio Rate cost 

$750,608 38.77 % 7.56 % 2.93 % 
19,376 1 .oo 6.19 0.06 

Long-term Debt $769,984 39.77 7.54 3.00 

Notes Payable $62,313 3.22 % 5.85 % 0.19 % 
Current maturities 88,684 4.58 6.43 0.29 

Short-term Debt $150,997 7.80 6.61 0.48 

Total Debt $920,981 47.57 7.39 3.48 

6.03 % Common equity $1,015,260 52.43 % 11.50 % 

Total Capitalization $1,936,241 100.00 % 9.51 % 

Source: Supplemental Direct Exhibits of Peter C. Cummings, Exhibit PCC-02 and 
testimony of John B. Legler. 
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1 

2 1. INTRODUCTION 
3 Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

4 A. 

5 Livonia, Michigan 48 154. 

6 

7 Q. HAVE YOU PREPARED AN APPENDIX SUMMARIZING YOUR EDUCATIONAL 

8 BACKGROUND AND REGULATORY EXPERIENCE? 

9 A. 

Ralph C. Smith. My business address is: Larkin & Associates, 15728 Farmington Road, 

Yes. Appendix RCS-1, attached hereto, provide details concerning my experience and 

10 qualifications. 

11 

12 Q. ON WHOSE BEHALF ARE YOU APPEARING? 

13 A. 

14 Office (RUCO). 

15 

16 Q. HAW YOU PREVIOUSLY TESTIFIED BEFORE THE ARIZONA CORPORATION 

17 COMMISSION? 

18 A. 

19 

Larkin & Associates is appearing on behalf of the Arizona Residential Utility Consumer 

Yes, I have testified before the Commission previously on a number of occasions. 

20 Q. 

21 A. 

22 

23 

24 

WHAT ISSUES ARE ADDRESSED IN YOUR TESTIMONY? 

I present the revenue requirement, rate base, net operating income, and adjustment 

summaries on behalf of RUCO in this proceeding. Additionally, I sponsor a number of 

the recommended adjustments. Hugh Larkin, Jr., of Larkin & Associates is sponsoring a 

number of recommended adjustments on behalf of RUCO in this proceeding. 
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1 

2 4  

3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 Q. 

15 

16 

17 

18 

19 A. 

20 

21 

22 

23 

DID YOU ENCOUNTER PROBLEMS REVIEWING THE 1999 TEST YEAR FILING 

SUBMITTED BY U S WEST? 

Yes. In general, we have found the procedural schedule established for the review of the 

1999 test year filing submitted by U S West Communications, Inc. (“USWC,” or US 

West”) on May 3,2000, to be insufficient in which to perform a thorough analysis of that 

filing, particularly when coupled with USWC’s failure to adhere to the five calendar day 

response time specified €or answering data requests. Consequently, as of the date of this 

writing, there remain a number of areas and issues affecting the Arizona intrastate 

revenue requirement, expenses and rate base of USWC that we have not been able to 

adequately analyze within the time fiame provided for the filing of RUCO’s direct 

testimony. 

SO THAT WE CAN BETTER UNDERSTAND HOW THE TIME FRAME 

ALLOTTED FOR REVIEWING USWC’S 1999 TEST YEAR FILING COULD BE 

CONSIDERED INADEQUATE, COULD YOU PLEASE ELABORATE ON THE 

TIME FRAME AND HOW IT HAS AFFECTED YOUR ABILITY TO ANALYZE 

USWC’S 1999 TEST YEAR FILING? 

Yes. On January 8, 1999, U S West filed with the Arizona Corporation Commission 

(“Commission”) a rate application reflecting a test year ended June 30, 1998. On 

February 26, 1999, the Utilities Division Staff (“Staff’) of the Commission filed a letter 

indicating that US West’s rate application was sufficient and classifling the utility as a 

Class A utility. On March 4, 1999, the Commission issued a Procedural Order setting a 
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hearing on November 4, 1999 (245 days after the finding of sufficiency), providing that 

intervenors’ direct testimony be filed on August 24, 1999 (173 days after the finding of 

sufficiency), and establishing other procedural dates. In a Procedural Conference on April 

4,2000, the Chief Hearing Officer ordered US West to update its filing to reflect a 1999 

test year. 

On May 3,2000, US West filed supplemental testimony reflecting a test year 

ended December 31, 1999. This filing by US West completely replaced all amounts in its 

previous filings and the accompanying exhibits to those filings; however, “due to the 

extreme time constraint” US West did not update its R-14 filing package.’ On May 5,  

2000, the Commission issued a Procedural Order setting a hearing on September 25, 

2000 (143 days after the filing of the revised test year), providing that intervenors’ direct 

testimony be filed on July 25,2000 (51 days after the filing of the revised test year), and 

establishing other procedural dates. The Procedural Order also required that discovery 

responses be made within five calendar days of receipt of discovery requests. At a 

Procedural Conference on July 25,2000, the parties agreed to a delay in the filing 

deadline for intervenors fi-om July 25,2000 to August 9,2000. With the additional 

fifteen days, RUCO’s testimony is due 66 days after US West submitted its updated test 

year filing. US West’s May 3,2000 filing to update the test year omitted the schedules 

required by A.A.C. R14-2-103@)(1) for a rate case filing. In the May 3 filing, US West 

witness George Redding indicated that the schedules were omitted “due to the extreme 

time constraint imposed by the requirement to file the update to the test year by May 2, 

2000.” (Redding Supplemental Testimony, May 3,2000, page 2, lines 14-18.) RUCO 

has issued 9 sets of discovery on the revised test year filing between May 18,2000 and 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 Q. 

21 

22 A. 

23 

August 3,2000. US West has not complied with the five day discovery response time set . 

forth in the Commission’s May 5,2000 Procedural Order for a number of the data 

requests issued after May 5,2000. Several of US West’s responses to RUCO’s data 

requests indicated that responses would be provided at a later date. Subsequently, 

responses were received, but not withm five days of US West’s receipt of the original 

data request. Due to the aggressive procedural schedule established by the May 5,2000 

Procedural Order, and US West’s delay in providing data request responses, Larkin & 

Associates has had insufficient time to conduct follow up discovery and insufficient time 

to conduct critical analysis of the data received. In addition, many of US West’s data 

request responses have omitted sufficient explanations for us to understand their 

response. Obtaining additional explanation of these responses has been problematic, due 

to the aggressive procedural schedule. The Commission’s aggressive procedural 

schedule, combined with US West’s failure to file updated schedules provided for in 

A.A.C. R14-2-103, its failure to provide timely responses to data requests and failure to 

provide sufficient explanation in its initial responses to data requests, have rendered us 

unable to complete a full and adequate analysis of US West’s updated test year filing. As 

a result, we have been unable to complete our analysis of the Arizona intrastate revenue 

requirement for US West at this time of filing of RUCO’s direct testimony, 

HAVE US WEST AND RUCO REACHED ANY POTENTIAL REMEDY FOR 

ADDRESSING THIS SITUATION? 

I am advised by RUCO counsel that US West and RUCO have agreed that RUCO may 

submit with its surrebuttal testimony additional adjustments and testimony resulting fiom 

~~ 

See May 3,2000 Supplemental Testimony of George Redding, page 2, lines 9-12. 
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the completion of the analysis of US West’s 1999 test year filing. I should note that our . 

ability to analyze issues is heavily dependent upon receiving responsive answers fiom 

US WC in response to discovery. 

Q. CAN YOU PROVIDE SOME INDICATION OF THE AREAS OF YOUR ANALYSIS 

OF US WEST’S 1999 TEST YEAR FILING COMPLETE BY THE DIRECT 

TESTIMONY FILING DATE, AND HENCE, WHICH MAY BE THE SUBJECT OF 

ADDITIONAL ADJUSTMENTS TO BE FILED WITH RUCO’S SURREBUTTAL 

TESTIMONY? 

A. Yes. This list should not be construed to be comprehensive. Nevertheless, it provides an 

indication of known issue areas presented by USWC’s 1999 test year filing in which our 

analysis has not been completed as of the date of this writing and hence which may 

represent the subject of additional adjustments to be presented when RUCO files its 

surrebuttal testimony. 

1999 test year expenses. Our investigation into various expenses reflected in USWC’s 

1999 test year had not been completed as of the date of this writing, and may result in 

additional adjustments beyond those discussed in RUCO’s direct testimony. This 

includes, but is not limited to investigating and obtaining explanations for large expense 

fluctuations identified during the test year. RUCO data request set 24 was served on 

US WC on May 19; however, as of the date of this writing, we still have not received 

clear, understandable explanations for numerous variances in test year expenses, which 

could represent abnormalities which would require adjustment. 
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FCC deregulaterVA CC regulated revenues and US WC Miscellaneous Revenues. Our 

analysis of these areas had not been completed as of the date of this writing, and may 

result in additional adjustments beyond those discussed in RUCO’s direct testimony. 

Broadband. We have not completed our analysis of the appropriate rate base, revenue 

and expenses associated with the provision of services by US WC to a newly created 

affiliate, Broadband Services, Inc. USWC’s 1999 test year filing appears to understate 

revenues and expense credits; however, we have not yet been able to identify by how 

much. USWC’s pro forma “annualizing” adjustment apparently decreases revenue and 

increases expense by several million dollars. USWC has been unable to clearly identifl 

what revenues and expenses remain in the 1999 test year with its Broadband adjustments. 

Responses related to this appear to still be coming in. USWC’s responses to UTI sets 65 

and 66 have been received within the past week or so; however, because of the time 

frame we have not been able to sufficiently analyze or follow through on this area. 

Because of USWC’s convoluted treatment, we are still analyzing this area and need more 

time to complete the analysis. 

Affiliated Transactions. There are a number of responses to data requests on affiliated 

transactions impacting the 1999 test year, including but not limited to the response to 

Data Request RUCO 24-1, which we have not been able to digest and follow-through 

upon as of this date. For monthly variances over $500,000 USWC provided 

supplemental responses to RUCO 24-1 on June 21, July 25 and August 3,2000. The 

explanations provided by USWC, to the extent they are understandable, represent the first 

step in determining whether an adjustment for a particular item would be necessary. For 

example, per USWC’s response to RUCO 24-1-q, an increase in legal expense in 
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Account 6725 in March 1999 is “due to a 1998 true up which was billed in March 2000.” . 

Concerning why there was a negative balance in USWC Account 5250 in July for two 

affiliates, the response to RUCO 24- 1 -e provided the following explanation: “!NTA and 

Wireless Shared Space in July included an adjustment to book the difference between the 

FDC price and the negotiated price for January-July 1999.” This raises a concern that 

USWC is charging less than fully distributed costs to these affiliates for USWC owned 

facilities, which could result in subsidization of affiliate operations by USWC ratepayers. 

Concerning amounts that were at least $500,000 higher in February 1999, USWC’s 

response to RUCO 24-1-s states: “These were payments to USWW for 1998 services 

provided during the work stoppage where customers were given cellular telephones as 

temporary service if their service could not be installed.” This item may require an 

adjustment because: (1) it appears to be an out-of-period expense; (2) it appears to be 

nonrecurring, i.e., related to the 1998 work stoppage; (3) it appears to relate to the 

provision of inadequate service quality by USWC and thus should be borne by 

shareholders, not by ratepayers. These examples are provided for illustrative purposes. 

A number of the other variance explanations provided by USWC concerning affiliate 

transaction amounts raise additional concerns that may necessitate adjustments to test 

year costs; however, it will require additional time and effort to follow through on such 

items. 

Research & Development Expense. R&D costs that USWC pays to an affiliate, 

Information Technologies, in the 1999 test year may require adjustment. 

OPEB/FAS 106. USWC’s response to Data Request RUCO 28-8 was not provided 

within the time fiame provided for in the procedural schedule. Responses to Staff (UTI) 
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data requests on the OPEB issue have also been received recently. Because of USWC’s 

convoluted treatment, we are still analyzing this area and need more time in which to 

complete our analysis. 

Reciprocal Compensation. A response to Data Request UTI 49-1 S 1 was received on 

August 1. A response to UTI 64- 15s 1 was received August 2. We haven’t had time to 

digest or follow through on USWC’s information. The treatment of reciprocal 

compensation is a controversial area, where USWC is asking for a revenue increase of 

$13.252 million, and an automatic adjustment clause. This is an important area, and 

adequate time should be allowed in which to analyze the information 

Local numberportability. USWC’s response to RUCO 28-17 was not provided within 

the time frame provided for in the procedural schedule. Responses to Staff (UTI) data 

requests on the LNP issue (see, e.g., UTI set 54) are also still being reviewed by us. 

USWC’s “Adjustments Not Made.” USWC’s original June 30, 1998 test year filing 

- 

included a number of “adjustments not made” in case some parties chose to contest 

USWC’s end-of-period adjustment. USWC’s May 3,2000 filing did not include 

“adjustments not made” because Mr. Redding stated: “Time constraints precluded me 

fi-om making these adjustments.’72 Eventually, USWC was compelled to provide 

something called “Adjustments Not Made” in response to Data Request UTI 43-20. It 

appears that adjustments such as removing the prior period income taxes reflected therein 

would need to be made regardless of whether USWC’s year-end non-labor expense 

adjustment is accepted or not, and we have reflected the adjustment to remove the prior 

period income tax expense. The other components of the USWC “Adjustments Not 

Made” that were provided in response to Data Request UTI 43-20 either are still under 
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investigation or appear to be adequately covered by other adjustments that have been 

made. 

Post-Split US WESTMedia One Headquarters Allocations. Information recently 

received in response to Data Request UTI 64-1 1 indicates that after the split-up of US 

West and Media One, the allocation to USWC of headquarters cost has increased by 

***BEGIN US WEST CONFIDENTIAL*** 

CONFIDENTIAL*** in six months. There may be a need to remove detrimental impacts 

on USWC, such as increased headquarters cost assignment, which have resulted fi-om the 

split-up of US West and Media One. 

Accumulated Deferred Income Taxes. USWC’s December 1999 balance is being 

***END US WEST 

investigated to determine, among other things, whether it includes any amounts related to 

a “pension asset.” 

Adjustments that were calculated for the June 30,1998 test year. There are a number of 

other areas under investigation where adjustments had been calculated for USWC’s filing 

that was based upon a June 30, 1998 test year. We are attempting to ascertain whether 

similar adjustments would need to be made with respect to the 1999 test year filing. 

The above list describes known issue areas in which our analysis is incomplete and which 

may be the subject of additional testimony and adjustments. This list should not be 

construed as being all-inclusive because the analysis of recently received and to be 

received information may indicate additional areas that should also be addressed. 

Q. HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED? 

See May 3,2000 Redding Supplemental, page 8, lines 15-21. 
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The remainder of my testimony is organized in the following manner. First, I present an . 

overall financial summary, whch describes the summary schedules and presents the 

6 

7 
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overall result of the recommendations which are being made by me and other witnesses 

on behalf of RUCO. Then, in a section entitled, Recommended Adjustments, I discuss in 

detail each of the adjustments I am sponsoring. For adjustments that are being sponsored 

by other RUCO witnesses, I identify the schedule and witness who is sponsoring the 

adjustment. 

I I .  OVERALL FINANCIAL SUMMARY 
Q. 
A. 

Q. 

A. 

HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR TESTIMONY? 

Yes. Exhibit-(L&A-1) is comprised of several schedules sponsored by myself and by 

Mr. Larkin. This exhibit was prepared by us or under our direct supervision. The 

specific sponsorship of each schedule within Exhibit -&&A- 1) is identified on the 

contents page which appears at the fiont of the exhibit. 

HOW ARE THE SCHEDULES ORGANIZED? 

The summary schedules are presented first. Then the schedules showing the derivation of 

the recommended adjustments are presented. The primary schedules are labeled A, B, C, 

D and E. Schedule A shows the change in the Company's revenue requirement, Le., 

necessary revenue increase. Schedule B presents the recommended rate base. Schedule 

C shows the recommended net operating income. Schedule D presents the calculation of 

cost of capital, as sponsored by RUCO Witness Legler, and is provided for convenience. 

Schedule E presents a summary of the adjustments that I, and other witnesses for RUCO, 

are recommending. Schedule E-1 through E-25 present the specific adjustments. 
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1 

2 Q* 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 Q. 

15 A. 

16 

17 

18 Q. 

19 A. 

20 

21 

22 

23 Q. 

WHAT IS PRESENTED ON YOUR SCHEDULES A AND A-l? 

Schedule A presents the summary calculation of my determination of the revenue 

deficiency or sufficiency for US WEST’S Arizona intrastate operations. This schedule 

presents the change in the Company’s revenue requirement needed for the Company to 

have to opportunity to earn RUCO’s recommended rate of return on its proposed rate 

base. Schedule A- 1 shows the calculation of my recommended gross revenue conversion 

factor. At this time, Schedule A shows an Arizona intrastate revenue excess, or 

sufficiency, for USWC of approximately $28 million. While this reflects the current 

incomplete status of our analysis of USWC’s 1999 test year filing, it does suggest that 

USWC does not require any rate increase at this time, and may be in need of Arizona 

intrastate rate reductions. 

PLEASE EXPLAIN SCHEDULE B. 

Schedule B presents the determination of my recommended adjusted Arizona intrastate 

rate base. This reflects the adjustments I and other RUCO witnesses are recommending. 

PLEASE EXPLAIN SCHEDULE C. 

Schedule C presents the determination of my recommended adjusted Arizona intrastate 

operating income. This reflects the adjustments I and other RUCO witnesses are 

recommending. 

WHAT IS THE PURPOSE OF THE SCHEDULE D? 
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1 A. 

2 

3 

4 Q. 
5 A. 

6 

7 

8 

9 

10 Q. 

11 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Schedule D summarizes the capital structure and cost of capital requested by U S WEST, 

and recommended by RUCO witness, Dr. John Legler. 

. 

WHAT IS THE PURPOSE OF THE SCHEDULE E? 

Schedule E presents a summary of the adjustments that I, and other RUCO witnesses, are 

sponsoring. The remaining E schedules, Schedules E- 1 through E--, present the 

detailed calculations of each of the separate adjustment that I, and other RUCO 

witnesses, are recommending with applicable source references. 

HAVE YOU BEEN ABLE TO FULLY ANALYZE USWC’S 1999 TEST YEAR 

FILING? 

No, we have not. USWC has not adhered to the discovery response time kame of five 

calendar days specified in the procedural order. As a result of not receiving responses to 

discovery on a timely basis, and as a consequence of USWC’s incomplete 1999 test year 

filing and the receipt of late, unresponsive, and ambiguous or apparently conflicting 

responses to discovery, along with the time it is taking to analyze and digest the 

information that has been provided by USWC, there are several areas where our analysis 

of issues affecting the 1999 test year Arizona intrastate revenue requirement filed by 

USWC has not yet been completed as of the date of this writing. To address this situation 

and avoid further suspension of the presently established schedule for this proceeding, 

RUCO and USWC have agreed that RUCO may present additional adjustments, as 

necessary, with RUCO’s surrebuttal testimony. Several areas still under investigation 
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1 which may be the subject of additional testimony andor adjustments have been identified 

2 ab.ove; however, that listing should not be construed to necessarily be comprehensive. 

3 

5 Q. 

6 A. 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 Q. 

19 

20 A. 

I 21 

22 

23 

4 Revenue Requirement, Based on Original Cost 
WHAT AMOUNT OF RATE INCREASE DO YOU RECOMMEND? 

At this point, I do not have a firm recommendation concerning the amount of revenue 

requirement change for USWC’s Arizona intrastate operations because several issues 

potentially affecting the test year revenue requirement are still undergoing analysis. 

Schedule A, which contains the results of the adjustments that have been quantified to 

date by myself and other RUCO witnesses, shows the Company should not receive an 

Arizona intrastate revenue increase because it has a revenue excess, or sufficiency, of 

approximately $28 million. Schedule A presents the revenue requirement that results 

fi-om my and other RUCO witnesses recommended adjustments to operating income and 

rate base that have been quantified as of the date of this writing, and the application of the 

rate of return recommended by RUCO Witness Legler. USWC has agreed to allow 

RUCO to present additional adjustments in surrebuttal. 

HOW DOES IT COMPARE WITH THE AMOUNT REQUESTED BY THE 

COMPANY? 

USWC Exhibit GAR-S1, which was filed with USWC witness George Redding’s May 3, 

2000 supplemental testimony, shows that USWC is requesting an increase in Arizona 

intrastate gross revenue requirement of $201,220,000. In comparison with the Arizona 

intrastate revenue requirement calculated as of the date of this writing on behalf of 
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2 inappropriate. 

3 Fair Value Revenue Requirement 
4 Q. 

5 
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7 A. 
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15 Q. 

16 

17 

18 A. 

19 

20 
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23 

HAS USWC ATTEMPTED TO CALCULATE AN ADDITIONAL ARIZONA 

INTRASTATE REVENUE REQUIREMENT INCREASE BASED UPON 

DIFFERENCES BETWEEN A FAIR VALUE AND ORIGINAL COST RATE BASE? 

Yes. USWC’s June 28,2000 supplemental response to Data Request UTI-43-21 shows 

the Company’s requested Arizona intrastate revenue increase of $201,220,000 based 

upon original cost and $264,537,000 resulting from applying the rate of return developed 

for application to the original cost rate base to a fair value rate base. Thus, USWC is 

apparently requesting an additional $63,3 17,000 of Arizona intrastate revenue increase 

based upon differences between its calculated fair value and original cost rate base 

amounts. 

SHOULD USWC RECEIVE ANY ADDITIONAL ARIZONA INTRASTATE 

REVENUE INCREASE AMOUNT BASED UPON DIFFERENCES BETWEEN FAIR 

VALUE AND ORIGINAL COST RATE BASE AMOUNTS? 

No, it should not. Both the fair value and original cost rate base amounts should be 

calculated; however, no additional revenue requirement is warranted by any difference 

between these amounts. The rate of return that was developed to apply to the original 

cost rate base amount should be adjusted for application to the fair value rate base 

amount, so that both calculations produce the same Arizona intrastate revenue 

requirement. Based on my experience with Arizona ratemaking, this has been the 
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- 1  consistent practice of the Commission and is the procedure applied in the last USWC 

2 Arizona rate case.3 USWC’s request for an additional Arizona intrastate revenue 

3 requirement on fair value rate base is unjustified, inconsistent with Commission 

4 precedent, and should be rejected. 

5 

6 Gross Revenue Conversion Factor 
7 Q. WHAT GROSS REVENUE CONVERSION FACTOR DID YOU USE? 

8 A. As shown on Schedule A-1, I used a Gross Revenue Conversion Factor (“GRCF”) of 

9 1.7058. This is identical to the GRCF used by U S WEST in its 1999 test year filing. I 

10 agree with the use of 8% for the Arizona state income tax rate and $32.2% for the 

11 effective federal income tax rate. As of the date of this writing, I am not aware of any 

12 adjustments that would need to be made to the uncollectibles or taxes on local service 

13 revenues components of the GCRF. If such adjustments become apparent fiom the 

14 

15 surrebuttal filings. 

review and analysis of USWC-provided information, I will reflect them in RUCO’s 

16 111. RECOMMENDED ADJUSTMENTS 
17 Q. PLEASE DISCUSS THE ADJUSTMENTS TO U S WEST’S FILING THAT YOU ARE 

18 RECOMMENDING. 

19 A. As noted above, the analysis of USWC’s rate base, revenues and expenses in the 

20 Company’s 1999 test year filing has not been completed as of the date of this writing. 

21 

22 

Consequently, at this point, the adjustments to USWC’s 1999 test year filing reflect the 

adjustments being presented on RUCO’s behalf that we have quantified to date. In the 

See, e.g., Decision No. 58927, page 69, VII. Authorized Increase. 3 
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3 being sponsored by another RUCO witness, I identi@ the schedule showing the 

4 adjustment as well as the sponsoring witness. 

5 

6 
7 Adjustment 

E-I: Remove Inappropriate Portions of U S WEST's Proposed Annualization 

8 Q. 
9 A. 

10 

11 

12 

13 
14 
15 
16 
17 
18 
19 
20 
21 
22 Q. 

23 

24 A. 

25 

26 

27 

28 

29 

PLEASE DISCUSS U S WEST'S PROPOSED ANNUALIZATION ADJUSTMENT. 

In its filing, U S WEST proposes to make a pro forma adjustment for the annualization of 

various operating income components to end-of-test-year conditions. While U S WEST 

shows this as one adjustment, Company-proposed adjustment P-01 in its filing, there are 

actually eight distinct components to U S WEST's adjustment: 

1) Revenue; 
2) Deregulated Revenue; 
3) Wages Expense 
4) Benefits Expense; 
5) Property Tax Expense; 
6) Rent Compensation; 
7) Non-Labor Expense; and 
8) Uncollectibles. 

HAVE YOU ACCEPTED SOME OF THE COMPONENTS OF U S WEST'S 

PROPOSED ADJUSTMENT? 

Yes. I have accepted USWC's annualization of deregulated revenue, wages and benefits 

expense, property taxes, rent compensation, and uncollectibles. Additionally, I agree 

with the concept of adjusting test year revenues, where appropriate, for known changes. 

As described in the testimony of RUCO witness Larlun, there are a number of concerns 

regarding U S WEST's derivation of its revenue annualization adjustment. In his 

testimony, RUCO witness Larkin discusses an alternative revenue annualization 
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3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 Q. 

14 

15 A. 

16 

17 Q. 

18 A. 

19 

, 20 

21 

22 

23 

adjustment which better reflects known changes and a normal, ongoing level of 

operations than U S WEST's proposed adjustment does. On Exhibit E-1 , I have therefore 

removed the component of U S WEST's adjustment that addresses revenue annualization. 

Additionally, in my opinion, the portion of U S WEST's adjustment which attempts to 

apply a blanket annualization of non-labor expense is not appropriate and is not 

consistent with past regulatory practice of the Arizona Corporation Commission. 

Therefore, I have also removed U S WEST's proposed non-labor adjustment. In the 

testimony submitted on behalf of RUCO Mr. Larkin and I discuss adjustments to a 

number of specific expenses for known changes andor recommended disallowances. 

This approach is consistent with Commission practice, whereas applying a blanket 

annualization of non-labor expenses as proposed by US WEST, is not. 

HAVE YOU SUMMARIZED THE IMPACTS RESULTING FROM EACH 

COMPONENT OF U S WEST'S PROPOSED ANNUALIZATION ADJUSTMENT? 

Yes. This is shown on Schedule E-1 . 

PLEASE EXPLAIN SCHEDULE E-1. 

Schedule E-1 shows my recommended Adjustment E-1. It also shows, in columnar 

format, the total impact of U S WEST's proposed annualization adjustment, the impacts 

of each of the seven components of U S WEST's proposed adjustment, and the two 

components -- revenue annualization and non-labor expense annualization -- that I am 

removing in Adjustment E- 1. 
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- 1 Q. 

2 A. 

3 

4 

5 Q. 

6 

7 

8 

9 A. 

10 

11 

12 

13 

14 

15 

16 

WHAT IMPACT DOES THIS ADJUSTMENT HAVE? 

Adjustment E- 1 increases available net operating earnings by $3.040 million, and reduces 

U S WEST'S claimed Arizona intrastate revenue requirement by $5.185 million. 

YOU MENTION THAT YOU HAVE REFLECTED THE COMPONENT OF USWC'S 

YEAR-END ANNUALIZATION FOR DEREGULATED REVENUE. DOES THIS 

MEAN THAT YOU WILL NOT HAVE ANY OTHER ADJUSTMENTS RELATING 

TO DEREGULATED REVENUE? 

No, it does not. Our analysis of USWC's deregulated revenue has not been completed as 

of the date of this writing. Consequently, we may have adjustments associated with that 

analysis, and those adjustments will be presented with RUCO's surrebuttal testimony. If 

and when such adjustments are presented, however, our starting point for the amounts 

reflected in the 1999 test year filing by USWC will be the Company's annualized 

amounts of deregulated revenue, inclusive of the USWC annualization adjustment to 

decrease miscellaneous revenues by $133,000. 

17 E-2: Revenue Annualization 
18 Q. PLEASE DISCUSS RUCO's PROPOSED REVENUE ANNUALIZATION 

19 ADJUSTENT. 

20 A. This adjustment is shown on Schedule E-2 and is discussed in the testimony of RUCO 

21 witness Larkin. I have carried forward the amounts into Schedule E, Column E-2, for the 

22 revenue annualization adjustment shown on Schedule E-2 that Mr. Larkin is sponsoring. 

23 
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- 1 E-5: Directory Revenue Imputation 
2 Q. PLEASE DISCUSS THE IMPUTATION OF DIRECTORY REVENUE. 

3 A. This adjustment is shown on Schedule E-3 and is discussed in the testimony of RUCO 

4 witness Larkin. 

5 

6 5 6 :  Universal Service Revenue Annualization 
7 Q. WHAT AMOUNT OF UNIVERSAL SERVICE REVENUE DID U S WEST INCLUDE 

8 IN THE TEST YEAR? 

9 A. U S WEST recorded $1.370 million of USF Revenue in the test year. 

10 

11 Q. WHAT ANNUALIZATION ADJUSTMENT FOR USF REVENUE SHOULD BE 

12 MADE? 

13 A. USWC will not be receiving USF revenue, so the amount of USF revenue recorded in the 

14 1999 test year should be removed. The adjustment to reflect th is  is presented on 

15 Schedule E-4. 

16 €4: Miscellaneous Revenue 
17 Q. IS RUCO PRESENTING AN ADJUSTMENT FOR MISCELLANEOUS REVENUE 

18 AT THIS TIME? 

19 A. No. Our analysis of Miscellaneous Revenue has not been completed as of the date of this 

20 writing. Schedule E-5 has been reserved for an adjustment for Miscellaneous Revenue. 

21 
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HOW WAS THE LOSS ON FCC DEREGULATED/ ACC REGULATED 

MISCELLANEOUS SERVICES ADDRESSED IN THE PRIOR USWC ARIZONA 

RATE CASE? 

This is discussed in Decision No. 58917, at pages 21 through 23. USWC had proposed to 

include all of the revenues, expenses and investment associated with its FCC deregulated 

services above-the-line for Arizona intrastate ratemaking purposes. The prices of such 

services did not cover their fully distributed cost. After reflecting known price changes, 

such as inside wire maintenance service price increases, Staff proposed that the 

remaining net loss on FCC deregulated services be borne by shareholders. The 

Commission determined that for ratemaking purposes in that proceeding, one-half of 

Staffs proposed adjustment should be reflected, which effectively resulted in ratepayers 

and USWC shareholders sharing equally the deficiency associated with the FCC 

deregulated services. 

IS RUCO PRESENTING AN ADJUSTMENT FOR FCC DEREGULATED/ ACC 

REGULATED SERVICES AT THIS TIME? 

No. Our analysis of this area has not been completed. At this point, it appears that an 

adjustment similar to the one presented by Staff in the prior USWC rate case would also 

be warranted in the current USWC rate case; however, as of the date of this writing, we 

have not determined an adjustment amount. Schedule E-6 has been reserved for such an 

adjustment, if one is determined to be necessary. 
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E-7: Broadband Revenues and Expenses 
Q. HAVE YOU COMPLETED YOUR ANALYSIS OF REVENUE AND EXPENSE 

AMOUNTS REFLECTED IN THE USWC 1999 TEST YEAR FILING RELATED TO 

THE PROVISION OF SERVICES BY USWC TO A RECENTLY CREATED 

AFFILIATE, BROADBAND SERVICES, INC. (“BSI” or “BROADBAND”)? 

A. No, we have not. The information concerning the impacts on 1999 test year revenues  an^ 

expenses associated with Broadband presented by USWC in the instant rate case and in 

the concurrent docket, Docket No. T-0105 1B-99-0499, addressing a Company-proposed 

transfer of assets and a Master Services Agreement between USWC and BSI is extremely 

convoluted and difficult to follow. Based on preliminary indications, it appears that 

USWC has understated the amounts of revenue it is receiving for services it is providing 

to BSI. USWC receives lease revenue from BSI for BSI’s use of USWC-owned assets. 

USWC also provides a wide range of other services to BSI. For example, BSI contracts 

with USWC for all customer service, installation and repair functions, as well as for 

many other types of services described in the Master Services Agreement. As a result, 

USWC records credits to operating expenses associated with the services it provides to 

BSI. Based upon preliminary indications, it appears that USWC has understated the 

amount of expense credits associated with services it provides to the affiliate, BSI. The 

test year should be adjusted to reflect normalized levels of revenues and expense credits 

associated with BSI’s use of USWC-owned assets and for the services USWC is 

providing to BSI. 

Q. WHEN WAS BSI FORMED? 
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1 A. 

2 

3 Q. 

4 A. 

5 

6 

7 Q. 

8 

9 A. 

10 

11 Q. 

12 A. 

13 

14 

15 

16 

17 

18 

19 

20 ~ 

BSI was incorporated on May 10, 1 999.4 

WHEN DID USWC BEGIN PROVIDING SERVICES TO BSI? 

According to Applicants, USWC was providing services to BSI beginning March 2, 

1999.5 

WHEN AS THE MASTER SERVICES AGREEMENT BETWEEN USWC AND BSI 

SIGNED? 

It was signed on February 14,2000. 

DO YOU HAVE ANY CONCERN REGARDING THESE DATES? 

Yes. According to the dates supplied by Applicants, USWC was providing services to 

BSI (beginning March 2,1999) before BSI was even incorporated (May 10,1999) and 

USWC was providing services to BSI for a considerable period of time before the Master 

Services Agreement was signed, which was on February 14,2000. USWC’s accounting 

for revenues received from BSI and for expense credits for services that USWC has 

provided to BSI appears not to have remained consistent during and subsequent to the test 

year. This has presented another set of problems with deciphering the 1999 test year 

impacts associated with BSI that are contained in USWC’s filing. 

Response to Staff data request 4-90 in Docket No. T-105 1B-99-499. 
Response to Staff data request 4-92 in Docket No. T-1051B-99-499. 
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- 1 Q. 

2 

3 

4 A. 

5 

6 

7 

8 Q. 

9 

10 A. 

11 

12 

13 

14 

15 Q. 

16 A. 

17 

18 

19 

20 Q. 

21 

22 

23 

DOES THE MASTER SERVICES AGREEMENT PROVIDE FOR A RATE OF 

RETURN TO USWC FOR USWC-OWNED ASSETS THAT ARE BEING USED BY 

B SI? 

Yes. Under the MSA, BSI is paying USWC a return on investment of 15.9% for the 

assets used by BSI. According to USWC, the 15.9% is based on an FCC mandated post- 

tax rate of 11.25% adjusted for USWC’s income taxes.6 

HAS USWC IDENTIFIED THE AMOUNT OF RETURN THAT BSI IS PAYING TO 

USWC? 

No. Such information was requested in Staff data request 4-103 in Docket No. T-1051B- 

99-499. USWC did not provide the amount, but stated that the return on investment is 

included in each service rate being billed, so it cannot be separately identified in the 

billing. 

DO YOU HAVE ANY CONCERNS REGARDING THIS? 

Yes. If the return on investment amounts being charged to BSI by USWC cannot be 

identified by USWC, there is a concern regarding the lack of verifiability that the charges 

fiom USWC to BSI are adequate to fully recover USWC’s cost of providing service to 

BSI. 

YOU MENTIONED THAT, BASED ON PRELIMINARY INDICATIONS, IT 

APPEARS THAT USWC’S FILING DOES NOT ADEQUATELY REFLECT THE 

AMOUNT OF REVENUE THAT USWC IS RECEIVING FROM BSI FOR BSI’S USE 

OF USWC-OWNED PROPERTY. CAN YOU PLEASE ELABORATE UPON THIS? 
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1 A. 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 Q. 

20 

Yes. From information provided by USWC to data requests in the instant rate case and in 

the concurrent Broadband proceedmg, Docket No. T-105 1B-99-499, USWC is receiving 

monthly payments of approximately ***BEGIN US WEST CONFIDENTIAL*** 

***END US WEST CONFIDENTIAL*** from BSI for the use of USWC-owned 

assets. Since USWC has been unable or unwilling to identifl the amount of return on the 

leased assets, I have been unable to confirm whether this level of lease revenue is actually 

compensatory to USWC for BSI's use of the USWC-owned assets. However, leaving 

that concern aside for the time being, this suggests that an annualized level of 

approximately ***BEGIN US WEST CONFIDENTIAL*** 

WEST CONFIDENTIAL*** should be reflected for the 1999 test year. The exact 

amount of revenue from BSI reflected in the test year is different, depending on which 

USWC data responses to whch one refers; however, in each instance, the revenue 

amounts to USWC from BSI are less than the apparently appropriate annualized level of 

approximately ***BEGIN US WEST CONFIDENTIAL*** 

WEST CONFIDENTIAL***.7 Thus, it appears that an adjustment to test year revenues 

is necessary to appropriately reflect the revenues that USWC is receiving from 

Broadband. 

***END US 

***END US 

YOU ALSO MENTIONED THAT THE LEVEL OF EXPENSE CREDITS 

REFLECTED IN USWC'S FILING RELATED TO SERVICES PROVIDED BY USWC 

Response to Staff data request 4-103. ' See, e.g., USWC's supplemental response to RUCO 26-1-u, which indicates $20,967,780 of revenues to USWC 
associated with Broadband; response to UTI-62-12, which indicates $22,918 million of USWC revenues booked for 
Broadband in 1999, based upon ten months of activity; response to RUCO 3-40-C, Attachment D, in Docket No. T- 
1051B-99-499, Column D, which shows a presumably Company-"normalized" Broadband Services amount of 
revenue of $1.909 million, which, when annualized, would indicate revenues of $22,908 million. 
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+ 1  

2 

3 A. 

4 

5 

6 

7 

8 

9 

‘10 

11 

12 

13 Q. 

14 

15 A. 

16 

17 

18 

19 

20 

21 

TO BSI APPEARS TO BE UNDERSTATED. CAN YOU PLEASE ELABORATE 

UPON THIS? 

Yes. Because of the various dates noted above concerning BSI’s formation and when 

USWC began performing services for BSI, it appears that USWC did not record a full 

twelve months worth of expense credits relating to such services during 1999. Moreover, 

it appears that even in its annualization adjustment, USWC may have only reflected ten 

months of activity. When reviewing billings fkom USWC to BSI in the months 

subsequent to 1999, it appears that the ongoing services USWC is providing to BSI, and 

hence the amount of revenues and expense credits that USWC is recording on an ongoing 

basis related to its services to BSI, are substantially higher than the annualized levels 

reflected by USWC in its rate case filing. 

WHAT ONGOING LEVELS OF USWC BILLINGS TO BSI ARE INDICATED BY 

THE POST-1 999 INFORMATION? 

USWC’s August 2,2000 supplemental response to Data Request UTI-51-8 indicates that 

USWC billings to BSI for January through June 2000 totaled ***BEGIN US WEST 

CONFIDENTIAL*** 

this is net of approximately ***BEGIN US WEST CONFIDENTLAL*** 

***END US WEST CONFIDENTIAL*** of offsets reflected by USWC in January, 

2000 to Accounts 5240 and 5263 that appear atypical. 

***END US WEST CONFIDENTIAL*** and 
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1 Q. 

2 

3 

4 A. 

5 

6 

7 

8 
9 

10 

11 
12 

13 
14 

15 
16 

17 

18 

19 

20 

21 

22 Q. 

23 

24 A. 

25 

26 

YOU HAVE MENTIONED DOCKET NO. T-01051B-99-499 IN YOUR DISCUSSION , 

OF BROADBAND. WHAT IS THE NATURE AND STATUS OF THAT 

PROCEEDING? 

USWI created a new wholly-owned subsidiary, US WEST Broadband Services, Inc. 

(“Broadband” or “BSI”) to provide video and high speed internet services in Arizona and 

elsewhere. USWI and USWC are requesting that the Commission: 

1) Approve the transfer of certain USWC assets to Broadband; 

2) Waive compliance, in part, with the Commission’s Affiliated Interest Rules, A.A.C. 
R14-2-801 through A.A.C. R14-2-806 for USWI, USWC and Broadband, as set forth in 
the Commission’s Decision No. 58087; 

3) Approve the service agreements between USWC and Broadband, or, enter an order 
indicating that Commission approval of such agreements is not required. 

4) Grant any additional approval, waiver or relief necessary to accomplish the proposed 
transaction.* 

On August 1,2000, Qwest Corporation filed a request for an extension of the procedural 

schedule, wherein it stated that it was presently evaluating the proposed transfer and 

needed additional time to complete its evaluation, so it requested that all dates be 

continued for thxrty days or vacated. Thus, it is unclear at this stage whether Qwest will 

be pursuing the transfer of USWC-owned assets to BSI. 

ARE THERE ALSO QUESTIONS CONCERNING THE PROPER RATE BASE 

AMOUNT OF USWC-OWNED ASSETS RELATED TO BROADBAND? 

Yes. Because of the uncertainty regarding the proposed asset transfer, the amount of 

assets which should remain in USWC’s rate base is unclear at this point. According to 

the response to Data Request UTI 43-20, it appears that the Part 64 process employed by 
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USWC to identify and assign costs to nonregulated operations would have reduced 

intrastate rate base by a larger amount than USWC’s adjustment to rate base for 

transferring the assets. That response reduces intrastate rate base by $1.413 million and 

states: “The Rate Base adjustment removes fiom intrastate results the difference between 

the amount of the assets the company has petitioned to transfer to cable affiliate, 

Broadband Services, Inc. and the s u m  of what was removed through Part 64 and what 

was assigned directly to the interstate jurisdiction.” The Part 64 nonreg removal and the 

joint use investment assigned to interstate exceed USWC’s cable franchise transfer 

amount by $1.936 million on an Arizona total state basis and by $1.413 million on an 

Arizona intrastate basis. It appears from USWC’s response to Data Request UTI 43-20 

that there may also be a somewhat related adjustment to test year expenses to reflect the 

Part 64 assignment to nonregulated, which USWC asserts is duplicative of an entry it 

made in December 1999 removing expenses for BSI. While it appears that the $1.4 13 

million intrastate rate base reduction may need to be reflected, I have not reflected such 

adjustment at present. As noted above, it appears that the overall result of USWC’s 

treatment of revenues and expenses related to Broadband may have substantial 

understated revenues and expense credits. I anticipate that an adjustment for this will be 

made upon completion of our analysis, and presented with the RUCO surrebuttal filing. 

E-8: Adjustment to Intrastate Depreciation Expense 
Q. PLEASE EXPLAIN YOUR ADJUSTMENT FOR INTRASTATE DEPRECIATION 

EXPENSE. 

* See USWI and USWC Application, page 2. 
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1 A. The calculation of this adjustment is shown on Schedule E-8. Pro forma Depreciation - 
2 Expense at USWC’s new depreciation rates, after reflecting the removal of plant 

3 

4 

5 

associated with the sale of 38 of USWC’s Arizona telephone exchanges, with traffic, to 

Citizens Communications is $327.444 million on an Arizona intrastate basis. This 

amount is fiom USWC’s response to Data Request UTI 52-14, and appears in 

6 Attachment A, Column M of that response. This represents the amount of pro forma 

7 annualized Depreciation Expense that should remain in Arizona intrastate results 

8 reflecting the new depreciation rates and the sale of the 38 exchanges to Citizens. In 

9 

10 

11 

12 

contrast, USWC’s filing reflects intrastate pro forma Depreciation Expense at new rates 

of $355.134 million, less $18.785 million in USWC’s adjustment relating to the sale of 

exchanges to Citizens. This leaves an amount of $336.349 million remaining in USWC’s 

filing at new depreciation rates after USWC’s adjustment for the sale of the 38 Arizona 

13 exchanges to Citizens. Because the $336,349 million amount exceeds the appropriate pro 

14 forma Depreciation Expense amount of $327.444 million by $8.905 million, an 

15 adjustment must be made to reduce the pro forma test year Depreciation Expense 

16 reflected in USWC’s 1999 test year filing by $8.905 million. 

17 

18 
19 Q. PLEASE EXPLAIN YOUR ADJUSTMENT FOR INVESTMENT TAX CREDIT 

E-9: Adjust Investment Tax Credit Amortization for Shorter Depreciation Lives 

20 AMORTIZATION. 

21 A. This adjustment is shown on Schedule E-9. Implementing shorter depreciation lives 
< 

22 changes the investment tax credit (ITC) amortization rate. The ITC amortization rate is 

23 determined by dividing the ITC by the average service life. The Commission’s recent 
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depreciation order for US WC decreases the average service life and increases the ITC 

amortization. The ITC amortization is an offset to federal income tax expense. The 

adjustment shown on Schedule E-9 increases the ITC amortization and decreases federal 

income tax expense by ***BEGIN US WEST CONFIDENTIAL*** ***END 

US WEST CONFIDENTIAL*** on an Arizona intrastate basis. The amount was 

provided by USWC in response to Data Request RUCO 9-24. 

E-IO: Remove Pension Asset from Rate Base 
Q. 

A. 

Q- 
A. 

HAS U S WEST INCLUDED AN AMOUNT IN RATE BASE FOR ITS 

OVERFUNDED PENSION PLAN? 

Yes. As shown on Mr. Redding's supplemental Exhibit for the USWC 1999 test year 

filed on May 3,2000, U S WEST has included $66.22 1 million in rate base for a pension 

asset. 

WAS THIS SAME ISSUE ADDRESSED IN U S WEST'S PRIOR RATE CASE? 

Yes, it was. In U S WEST's last Arizona rate case, Docket No. E-1051-93-183, the 

Commission issued Decision No. 58927. In that decision, the Commission denied U S 

WEST's request to include the net amount of the Company's pension over-funding in rate 

base. At page 5 of that decision, the Commission stated specifically that: 

. . . we find the Company has not presented sufficient evidence to clearly 
demonstrate that its shareholders have advanced the excess pension amounts. 
Accordingly, we must deny the Company's request to include the net amount of 
overfunding of $36,213,000 in rate base. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

CONCERNING ITS RATE BASE CLAIM FOR A PENSION ASSET, WHAT 

EVIDENCE, IF ANY, IS THE COMPANY RELYING UPON THAT THE OVER- 

FUNDED BALANCE WAS PROVIDED BY SHAREHOLDERS? 

Data Request RUCO-9-1 asked the Company to provide such information. In response, 

the Company stated that: "In claiming that rate base should include the pension asset, the 

Company is relying upon its balance sheet upon which the pension asset appears. The 

balance sheet shows that the pension asset is funded by investor supplied capital in the 

form of debt and shareholders' capital." 

WOULDN'T THE PENSION ASSET HAVE ALSO BEEN ON U S WEST'S 

BALANCE SHEET IN THE PRIOR PROCEEDING? 

Yes. So the fact that it is on the balance sheet now (1) is nothing new, and (2) does not 

clearly demonstrate that the over funded pension balance was funded by shareholders. 

Moreover, the Commission has typically used lead-lag studies to determine cash working 

capital in rate base, and has not typically used balance sheet amounts for items such as 

pensions. 

IF THE OVER-FUNDED PENSION BALANCE WAS NOT FUNDED BY 

SHAREHOLDERS, BY WHOM WAS IT FUNDED? 

The over h d e d  pension balance was funded by a combination of the following factors: 

(1) the switch to accrual accounting when Statement of Financial Accounting Standards 

87 (FAS 87) was adopted by the Company; (2) ratepayer payments to the Company for 
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amounts of pension expense that were reflected in rates; and (3) earnings on the pension 

trust assets. 

. 

Q. 

A. 

Q. 

A. 

HAS U S WEST CONTRIBUTED MONEY INTO THE PENSION PLAN SINCE IT 

ADOPTED FAS 87? 

No. No contributions have been made to the qualified pension plan by or on behalf of 

USWC since the adoption of FAS 87. In other words, the Company has not contributed 

any fundmg into the qualified pension plan trust for many years, and has not contributed 

any since its last Arizona rate case. 

HOW ABOUT THE PERIOD 1994 THROUGH 1998, DID THE COMPANY MAKE 

ANY FUNDING CONTRZBUTIONS TO ITS QUALIFIED PENSION PLAN DURING 

THIS PERIOD? 

No. The Company's response to Data Request RUCO-2-8 indicates that, due to the 

previous funding and earnings growth on the Pension Trust, the Company did not have a 

requirement to fund the Pension Trust for the years 1994 through 1998, and no funding 

contributions were made to the Pension Trust for those years. The Company's response 

to RUCO-2-8 states further that: "Nothing has been collected in rates for pension 

expense in the years 1994 through 1998." This response was not updated by USWC in 

conjunction with its 1999 test year filing; however, given the vastly over-funded status of 

the qualified pension plan, it is unlikely that USWC made any funding payments in 1999 

either. Thus, the fund has grown during this period due to earnings on the pension trust 

assets, and not fi-om any contributions fiom the Company's shareholders. 
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1 

2 Q. 
3 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 Q. 

14 A. 

15 

16 

17 

18 

19 Q. 

20 

21 A. 

22 

23 

WHAT RETURNS HAVE THE ASSETS IN THE QUALIFIED PENSION TRUST 

EARNED IN RECENT YEARS? 

The Company's response to Data Request UTI-20-7 listed the annual earnings return 

achieved by the pension fund for each year, 1987 through 1998. A copy of that response, 

which shows the returns is attached to the testimony as Attachment #l. As one can see by 

reviewing that information, the returns have generally been quite good. Moreover, U S 

WEST'S response to Data Request UTI-20-7, part b, indicates that the primary factor 

causing the pension credits is the return on plan assets. The high returns earned on 

pension plan assets would also be a primary contributing factor to the growing over 

funded status of the qualified pension plan. 

SHOULD THE PENSION ASSET BE INCLUDED IN RATE BASE? 

No, it should not. The Commission's decision in the prior U S WEST rate case rejected 

rate base inclusion for the pension asset, and in the instant case the Company has not 

clearly demonstrated that the pension asset had been funded by shareholders. Therefore, 

the pension asset should be removed from rate base. 

IS THERE AN ACCUMULATED DEFERRED INCOME TAX ("ADIT") BALANCE 

ASSOCIATED WITH THE PENSION ASSET? 

Yes. There is an ADIT balance associated with the pension asset. The Company's 

response to Data Request RUCO-10-5 indicates that the amount of ADIT associated with 

the pension asset reflected in the Company's rate base presentation is $3 1,519,817. This 
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1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 Q. 

12 

13 A. 

14 

15 

16 

17 

18 

19 Q. 

20 

21 A. 

22 

23 

amount is embedded in the ADIT balance on line 6, Column A, of Company Exhibit 

GAR-4, which relates to the USWC filing that used a June 30, 1998 test year. 

Presumably, USWC reflected ADIT on a similar basis in conjunction with its 1999 test 

year filing. This must have been the case because in its 1999 test year filing, when 

USWC adddc the $66.221 million to Arizona intrastate rate base it did not reflect any 

corresponding adjustment to ADIT. This treatment by USWC suggests that the 

associated ADIT amounts had already been reflected in its December 3 1,1999 balance. 

If this is not the case, then there would be no need for a corresponding adjustment to 

ADIT. 

IF THE PENSION ASSET IS REMOVED FROM RATE BASE, SHOULD THE ADIT 

BALANCE ASSOCIATED WITH THE PENSION ASSET ALSO BE REMOVED? 

Yes. As shown on Schedule E-10, I have also removed from rate base the $26.621 

million intrastate amount of ADIT associated with the $66.221 million pension asset 

amount. As noted above, if the corresponding ADIT amounts had not been reflected as 

deductions to intrastate rate base in USWC's 1999 test year filing, then there would be no 

need for this corresponding adjustment to ADIT. 

WHAT ADJUSTMENT TO RATE BASE FOR THE REMOVAL OF THE PENSION 

ASSET ARE YOU RECOMMENDING? 

My recommended adjustment to remove the pension asset from rate base is shown on 

Schedule E-10. This adjustment removes the Arizona intrastate pension asset balance of 

$66.221 million that was reflected in U S WEST'S rate filing. It also removes the 
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$26.621 million ADIT credit balance associated with the pension asset. The net 

reduction to Arizona intrastate rate base is $39.600 million. 

€ 4 7 :  Adjustments to Test Year Salary and Wage Expense 
Q. WHAT ADJUSTMENTS TO U S WEST'S PROPOSED LEVELS OF SALARY AND 

WAGE EXPENSE SHOULD BE MADE? 

A. On behalf of RUCO, Mr. Larkin is recommending three separate adjustments to U S 

WEST'S annualized test year salary and wage expense. Specifically, the annualized 

salary and wage expense should be revised to: (1) reduce management basic wages, 

overtime and premium, paid absences and short period sickness expense; (2) reduce 

annualized occupational employee basic wages, overtime and premium pay, paid 

absences and short period sickness expense; and (3) revise the management deferred 

compensation expense USWC used in its calculation. Each of these adjustments are 

presented on Schedule E-1 1, pages 1 through 4 of 4, and result in an overall reduction to 

annualized salary and wage expense of $20.1 million. RUCO witness Larkin discusses 

each of these adjustments in his testimony. 

E-1 2: Incentive Compensation 
Q. PLEASE EXPLAIN RUCO'S ADJUSTMENT FOR INCENTIVE COMPENSATION 

EXPENSE. 

A This adjustment is shown on Schedule E-12, and is discussed in the testimony of RUCO 

witness Larkin. It reduces intrastate operating expenses, before income taxes, by $5.446 

million. 
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* 1 E-73: Post-Test Year Wage Increase - Management Employees 

2 Q. PLEASE EXPLAIN RUCO’S ADJUSTMENT FOR THE POST-TEST YEAR WAGE 

3 INCREASE FOR MANAGEMENT EMPLOYEES? 

4 A. This adjustment reduces intrastate expense by $606,847, is shown on Schedule E-13, and 

5 is discussed in RUCO witness Larkin’s testimony. 

6 

-, 

7 E-14: Post-Test Year Wage Increase - Occupational Employees 
8 Q. PLEASE EXPLAIN RUCO’S ADJUSTMENT FOR THE POST-TEST YEAR WAGE 

9 INCREASE FOR OCCUPATIONAL EMPLOYEES? 

10 A. This adjustment reduces intrastate expense by $1.334 million, is shown on Schedule E- 

11 14, and is discussed in RUCO witness Larkin’s testimony. 

12 

13 E-7 5: Software Capitalization 
14 Q. 

15 A. 

16 

17 

18 

19 

20 

21 

22 Q. 

23 A. 

24 

WHAT IS AICPA STATEMENT OF POSITION NO. 98-l? 

The American Institute of Certified Public Accountants (“AICPA”) has issued a 

Statement of Position (“SOP”) No. 98-1 (“SOP 98-1”) addressing the capitalization of 

software costs. SOP 98-1 becomes part of generally accepted accounting principles 

(“GAAP”). In general, SOP 98-1 requires that software costs be capitalized. Prior to the 

adoption of SOP 98-1, many companies, including USWC, had been expensing internally 

developed software costs, which now must be capitalized in compliance with GAAP. 

HAS USWC ADOPTED SOP 98-l? 

Yes, for financial and book accounting purposes, USWC has adopted SOP 98-1. 
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Q. 

A. 

Q. 

A. 

Q. 

HAS USWC REFLECTED THE ADOPTION OF SOP 98- 1 IN ITS 1999 TEST YEAR 

RATE FILING? 

No. US WEST will be following SOP 98-1 for financial reporting purposes, but has not 

reflected the impact of this accounting principle in its 1999 test year Arizona rate filing. 

This substantially increases the Arizona intrastate revenue requirement because millions 

of dollars of software expense has been reflected for Arizona ratemaking purposes by 

USWC in its rate filing, when on its books it is capitalizing such cost and depreciating it 

over a five-year period. 

PLEASE DISCUSS THE SOFTWARE CAPITALIZATION ISSUE. 

US WEST'S proposed treatment of software capitalization increases the revenue 

requirement in the current case by not reflecting capitalization treatment in accordance 

with generally accepted accounting principles (GAAP). US WEST defends this 

treatment by pointing out that the relatively short time frame for depreciating software 

(usually five years) would cause a higher rate base, and approximately the same expense 

levels in five years, i.e., a higher revenue requirement at that time if capitalization is 

applied. However, in the instant rate case, we are setting rates for regulated services 

today. Five years from now, customers may have competitive choices for a variety of 

telephone services that exist only in very limited form today. 

SHOULD THE ADOPTION OF SOP 98-1 BE REFLECTED FOR RATEMAKING 

PURPOSES? 
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Yes, it should. This GAAP is appropriate for ratemaking purposes. It reflects the fact . 
that software has a benefit lasting longer than a single year. It is appropriate to reflect the 

amortization into expense of software costs over a five year period, commencing with the 

adoption of SOP 98-1. 

Q. HAVE YOU CALCULATED AN ADJUSTMENT TO REFLECT SOP 98-1 FOR 

USWC’S ARIZONA INTRASTATE RESULTS? 

Yes. This adjustment is shown on Schedule E-15. Using a five-year amortization period, 

on Schedule E- 15 I have reflected an adjustment for the generally accepted accounting 

treatment for software costs per SOP 98-1 in the Arizona intrastate results for the first 

three years of implementing this accounting change. The impact of this accounting 

A. 

change is greatest in the first year, so using a three-year average impact for the 

adjustment helps smooth the transition. The three year period also corresponds with the 

anticipated time of rates established in this proceeding to be in effect, and is the same 

period used by USWC for the amortization of other items, such as the gain on sale of its 

interest in Bellcore. USWC’s 1999 test year filing, as reflected in Mr. Redding’s exhibits 

filed May 3,2000 reflects a column for a three-year revenue requirement. While I have 

not presented items in a similar column, my treatment of SOP 98-1 over the initial three- 

year period of adoption is consistent with the concept of a three-year revenue 

requirement. 

Q. WHAT IMPACT DOES YOUR PROPOSED ADJUSTMENT HAVE ON ARIZONA 

INTRASTATE OPERATING EXPENSE AND RATE BASE? 
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1 A. As shown on Schedule E-15, it decreases USWC’s Arizona intrastate operating expense . 

2 by $40.839 million, and increases intrastate rate base by $22.916 million. The rate base 

3 impact is the result of an increase to Plant for capitalized s o h a r e  cost of $37.444 million 

4 and an offset for the rate base decrease for ADIT of $14.528 million. 

5 
6 Q. PLEASE EXPLAIN YOUR ADJUSTMENT FOR PUBLIC POLICY ORGANIZATION 

€46: Public Policy Organization Expenses 

7 EXPENSES. 

8 A. 

9 

10 

11 

12 

This adjustment is shown on Schedule E-16 and reflects the disallowance of 50 percent of 

USWC’s 1999 test year expenses for public policy. In Decision No. 58927 in USWC’s 

last rate case, the Commission found that: “the Company recorded only six percent of 

overall public policy organization expenses below the line.” The Commission also found: 

“Staffs proposal to split the costs between ratepayers and shareholders to be a fair 

13 

14 

15 

resolution.” Schedule E-16 shows the adjustment necessary to reflect compliance with 

this Commission finding by allocating to ratepayers 50 percent of the $2.551 million of 

USWC’s 1999 Arizona charges for public policy. In the current rate case, USWC 

16 

17 

18 

19 

recorded only eight percent of its overall public policy organization costs below the line. 

The adjustment on Schedule E-16 allocates an additional 42 percent of such public policy 

organization cost to shareholders, so that such costs are shared equally by ratepayers and 

shareholders. Arizona intrastate expenses for 1999 are reduced by $822,142. 

20 E-17: Remove Non-Product Advertising Expense 
21 Q. PLEASE EXPLAIN RUCO’S PROPOSED ADJUSTMENT TO REMOVE NON- 

22 PRODUCT ADVERTISING EXPENSE FROM THE TEST YEAR? 
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* 1 A. This adjustment is shown on Schedule E- 17 and reduces intrastate operating expense by , 

2 **BEGIN U S WEST PROPRIETARY** **END U S WEST 

3 PROPRIETARY** It is discussed in the testimony of RUCO witness Larkin. 

4 
5 Q. PLEASE DISCUSS RUCO'S ADJUSTMENT TO NORMALIZE PRODUCT 

E-18: Normalize Product Advertising Expense 

6 ADVERTISING EXPENSE. 

7 A. As shown on Schedule E-1 8, and discussed in the testimony of RUCO witness Larkin, 

8 this adjustment reduces the excessive amount of product advertising expense recorded by 

9 the Company during the test year to a normal level. Using the three-year average for the 

10 period 1996 through 1998 to determine a normal level of product advertising expense, 

11 this adjustment reduces intrastate Corporate Operations Expense by $727,907. 

12 E-19: Remove Sports Team Sponsorship Ekpense 
13 Q. PLEASE EXPLALN RUCO'S PROPOSED ADJUSTMENT TO REMOVE NON- 

14 PRODUCT ADVERTISING EXPENSE. 

15 A. 

16 

17 

This adjustment is shown on Schedule E-19, and reduces intrastate Corporate Operations 

Expense by **BEGIN U S WEST PROPRIETARY** 

PROPRIETARY** million. It is sponsored by RUCO witness Larkin and discussed in 

**END U S WEST 

18 his testimony. 

19 
20 Q. PLEASE EXPLAIN RUCO'S PROPOSED ADJUSTMENT TO REMOVE OLYMPIC 

€920: Remove Olympic Games Expenses 

21 GAMES EXPENSES. 
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1 A. This adjustment is shown on Schedule E-20, and reduces intrastate expense by $1.415 

2 million to remove the amount of Olympic Games cost fiom the test year. It is sponsored 

3 by RUCO witness Larkin and discussed in his testimony. 

4 
5 Q. 

E-21: Remove Out-of Period Income Taxes 
PLEASE EXPLAIN RUCOS PROPOSED ADJUSTMENT TO REMOVE OUT OF 

6 PERIOD INCOME TAX EXPENSE. 

7 A. 

8 

This adjustment is shown on Schedule E-21, and decreases federal income tax expense by 

$2.159 million and increases state income tax expense by $768,000 to remove out-of- 

9 period income taxes. Such taxes relate to other periods and should be removed fiom the 

10 1999 test year. The amounts are fiom USWC’s responses to Data Requests UTI 43-20 

11 and UTI 59-12. 

12 E-22: Sharing of Gain on Sale of 38 Arizona Exchanges with Traffic 
13 Q. 

14 

15 

16 A. 

17 

18 

19 

20 

21 

22 

23 

PLEASE EXPLAIN YOUR ADJUSTMENT CONCERNING THE SHARING OF THE 

GAIN ON THE SALE BY USWC OF 38 ARIZONA EXCHANGES WITH TRAFFIC 

TO CITIZENS COMMUNICATIONS. 

This adjustment is shown on Schedule E-22 and reflects the sharing of the estimated 

after-tax gain anticipated to be realized by USWC on the sale of 38 Arizona exchanges 

with traffic to Citizens Communications. The Commission is addressing the transaction 

in a concurrent proceeding, Docket No. T-0105 1B-99-0737. The sharing of the gain 

between shareholders and ratepayers is consistent with RUCO’s position in the sale 

proceeding, as discussed in the testimony of RUCO witness Marylee Diaz Cortez. On 

Schedule E-22, I have reflected the sharing of the gain over a three-year period. Three 

years is the same period used by USWC to reflect the sharing with ratepayers of 50% of 
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Q 

A. 

Q. 

A. 

the gain it realized upon the sale of its interest in Bellcore. As shown on Schedule E-22, 

the first year impact increases intrastate pre-tax Other Operating Income by ***BEGIN 

US WEST CONFIDENTIAL*** 

and increases intrastate net operating income by ***BEGIN US WEST 

CONFIDENTIAL* * * 

***END US WEST CONFIDENTIAL 

***END US WEST CONFIDENTIAL,*** 

IN THE PRIOR USWC ARIZONA RATE CASE, THERE WAS A SIMILAR ISSUE 

WITH A SALE BY USWC OF EXCHANGES THAT WOULD HAVE IMPACTED 

USWC'S ARIZONA INTRASTATE RATE BASE AND THE INTRASTATE 

REVENUE REQUIREMENT. ARE YOU FAMILIAR WITH THAT? 

I was not directly involved as a witness in the prior USWC Arizona rate case; however, I 

am familiar with the issue in that case from reading Decision No. 58927, pages 23-24, 

and some of the testimony filed by parties in that proceeding. 

DO YOU SEE ANY DISTINCTIONS BETWEEN THE SALE BY USWC OF THE 38 

EXCHANGES WITH TRAFFIC TO CITIZENS COMMUNICATIONS IN THE 

INSTANT USWC ARIZONA RATE CASE, AND THE SALE DESCRIBED AT 

PAGES 23-24 OF DECISION NO. 58927? 

Yes. There appear to be important differences. In Docket No. E-1051-93-183 (the prior 

USWC Arizona rate case), the matter concerning the sale of those rural exchanges was 

still pending at the conclusion of the hearing in that docket. In the instant USWC 

Arizona rate case, that is not anticipated to be the situation. Moreover, the sale of 

exchanges described at pages 23-24 of Decision No. 58927 proposed by USWC had been 
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opposed by Staff and other parties. It is my understanding that the imminent sale of the 

38 Arizona exchanges by USWC to Citizens Communications is not opposed by Staff or 

by RUCO, although there are some differences remaining between RUCO and USWC 

concerning, in particular, the disposition of the gain resulting from the sale. However, 

that is something that the Commission can appropriately address in the instance rate case. 

Finally, in the prior USWC rate case, Docket No. E-1051-93-183, the Company had 

proposed adjustments to test year revenues, expenses and rate base on its own initiative, 

and then subsequently withdrew such adjustments. In the instant case, just the opposite is 

true. The Company had not originally proposed adjustments to revenues, expenses and 

rate base for the sale of exchanges, but was required to present an adjustment reflecting 

the impact of the sale in conjunction with the Commission’s requirement that USWC 

make an updated filing to reflect the use of a 1999 test year. As USWC witness Redding 

states at page 14 of his May 3,2000 supplemental testimony concerning new 

adjustments: 

“The first relates to the removal of revenues, expenses and investment related to 
the exchanges in Arizona that the Company is requesting permission to sell in 
Docket No. T-01051B-99-0737. This adjustment was required in the procedural 
order relating to the update.” 

Consequently, the situation in the current USWC rate case concerning the sale of 

exchanges differs from the situation in the prior USWC rate case. The situation in the 

current USWC rate case strongly indicates that adjustments should be made in the instant 

USWC Arizona rate case to revenues, expenses and rate base associated with the sale of 

the 38 exchanges to Citizens. The gain from such sale is a closely related aspect of the 

transaction, and the sharing of such gain, as advocated by RUCO in Docket No. T- 

01051B-99-0737, should also be reflected in the instant USWC rate case. 
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3 Q- 
4 A. 

5 

6 

7 

8 

9 

10 

11 Q. 

12 

13 A. 

14 

15 

16 

17 

18 

19 Q. 

20 

21 A. 

22 

23 

24 

1 

2 E-23: Service Quality Plan 
WHAT IS U S WEST'S "SERVICE QUALITY PLAN"? 

U S WEST'S Service Quality Plan was established in a prior regulatory proceeding and is 

part of USWC's tariff in Arizona. It contains measures, such as penalties, to be paid by 

the Company to the Commission if USWC fails to meet service quality standards. It also 

requires USWC to pay for cellular phones, call forwarding, etc., when it cannot meet 

acceptable service standards, including prompt installation of new services and repair of 

out-of-service conditions. 

HOW HAS U S WEST TREATED THE COST OF ITS SERVICE QUALITY PLAN 

FOR RATEMAKING PURPOSES IN ITS FILING? 

The Company has reflected lost revenue, and incurred costs in determining its Arizona 

intrastate revenue requirement. Additionally, while the Company's filing has excluded 

penalty expenses associated with the Service Quality Plan by reflecting these expenses as 

below-the-line charges, the Company has stated in response to Data Request RUCO-2-22 

that it intends to later claim that its penalty expense should be borne by ratepayers. 

HAVE YOU CALCULATED AN ADJUSTMENT TO TEST YEAR OPERATING 

EXPENSES ASSOCIATED WITH U S WEST'S SERVICE QUALITY PLAN'? 

Yes. On Schedule E-23, I have calculated an adjustment (1) to reflect $6.874 million of 

foregone test year revenue and (2) to remove $3.081 million from intrastate Corporate 

Operations Expense to remove the excess cost incurred by U S WEST associated with its 

failure to meet acceptable service quality standards. Ratepayers should not be forced to 



L 

1 

2 

3 

4 

5 

6 

7 

8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 
19 

20 
21 

22 

23 

24 

Direct Testimony of Ralph C. Smith 
[Redacted Version] 

Page 44 of 46 

pay extra when U S WEST fails to meet minimum acceptable service quality standards. 

Ratepayers should not bear the extra cost incurred by U S WEST for cellular vouchers, 

paging vouchers or other accrued expenses under its Service Quality Plan that relate to its 

failure to meet minimum acceptable service quality standards. Consequently, the excess 

cost incurred by U S WEST under the Plan associated with the Company's failure to meet 

minimum acceptable service quality standards should be disallowed. Shareholders, not 

ratepayers, should bear such cost. 

. 

Q. 

A. 

Q. 

A. 

E-24: Cash Working Capital 
PLEASE EXPLAIN YOUR ADJUSTMENT TO CASH WORKING CAPITAL. 

The workpapers provided by U S WEST for its cash working capital calculations show 

that the amount of rate base offset for cash working capital should be $41.772 million 

using the Company's Arizona intrastate adjusted balances; however, the Company's 

Schedule B-1 reflects only $36.041 million. Therefore, the intrastate rate base should be 

decreased by $5,731 million as shown on Schedule E-24. 

HAVE YOU REFLECTED ANY OTHER ADJUSTMENTS TO CASH WORKING 

CAPITAL? 

Not at this time. 

E-26: Interest Synchronization 
Q. 

A. 

PLEASE EXPLAIN YOUR ADJUSTMENT FOR INTEREST SYNC"IZATI0N. 

The interest synchronization adjustment synchronizes the rate base and cost of capital 

with the tax calculation. It is calculated by applying the weighted cost of debt to the 

recommended rate base to obtain a synchronized interest deduction for use in the 
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Q. 

A. 

calculation of test year income tax expense. Schedule E-26 presents the calculation of 

the interest synchronization adjustment. It applies RUCO’s recommended weighted cost 

of debt, which can be found on Schedule D, to the adjusted rate base amount from 

Schedule B in order to determine the interest deduction. Because of differences in the 

recommended weighted cost of debt and jurisdictional rate base, the resultant 

synchronized interest deduction shown on Schedule E-25 differs from that used in U S 

WEST’S pro forma income tax calculation. The state and federal income tax rates are 

applied to the resulting interest deduction difference to determine the decrease in income 

tax expense. 

. 

DOES THE RUCO TESTIMONY AT THIS STAGE REPRESENT A COMPLETE 

ANALYSIS OF USWC’S 1999 TEST YEAR FILING? 

No, it does not. As I noted above, as of the date of this writing, a number of issues 

affecting the USWC Arizona intrastate revenue requirement were still under analysis due 

primarily to the aggressive schedule established for analysis of USWC’s 1999 test year 

filing and USWC’s failure to provide responsive answers to data requests within the five 

calendar day time frame provided for in the procedural schedule; consequently, USWC 

and RUCO reached an agreement that RUCO will be able to present additional 

adjustments at the surrebuttal phase of this proceeding after having an opportunity to 

review and analyze information provided by USWC. Examples of issues still under 

analysis by us were listed above in my testimony. That listing is believed to be 

representative, but is not necessarily hlly inclusive of areas in which additional 

adjustments may be warranted. 
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Q. 

A. Yes. 

DOES THIS COMPLETE YOUR TESTIMONY? 
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Accomplishments 

Mr. Smith's professional credentials include being a certiiied financial planner, a licensed 
certified public accountant and attorney. He fbnctions as project manager on consulting 
projects involving utility regulation, regulatory policy and ratemaking and utility 
management. His involvement in public utility regulation has included project 
management and in-depth analyses of numerous issues involving telephone, electric, gas, 
and water and sewer utilities. 

Mr. Smith has performed work in the field of utility regulation on behalf of industry, 
public service commission staffs, state attorney generals, municipalities, and consumer 
groups concerning regulatory matters before regulatory agencies in Alabama, Alaska, 
Arizona, California, Connecticut, Delaware, Florida, Georgia, Hawaii, Illinois, Kentucky, 
Louisiana, Maine, Michigan, Minnesota, Mississippi, Missouri, New Jersey, New York, 
Nevada, North Carolina, Ohio, Pennsylvania, South Carolina, South Dakota, Texas, 
Canada, Federal Energy Regulatory Commission and various state and federal courts of 
law. He has presented expert testimony in regulatory hearings on behalf of utility 
commission staffs and intervenors on several occasions. 

Project manager in Larkin & Associates' review, on behalf of the Georgia Commission 
Staff, of the budget and planning activities of Georgia Power Company; supervised 13 
professionals; coordinated over 200 interviews with Company budget center managers and 
executives; organized and edited voluminous audit report; presented testimony before the 
Commission. Functional areas covered included fossil plant O&M, headquarters and 
district operations, internal audit, legal, affiliated transactions, and responsibility reporting. 
All of our hdings and recommendations were accepted by the Commission. 

Key team member in the firm's management audit of the Anchorage Water and 
Wastewater Utility on behalf of the Alaska Commission Staff, which assessed the 
effectiveness of the Utility's operations in several areas; responsible for in-depth 
investigation and report writing in areas involving information systems, finance and 
accounting, fisted relationships and transactions, and use of outside contractors. 
Testified before the Alaska Commission concerning certain areas of the audit report. 
AWWU concurred with each of Mi. Smith's 40 plus recommendations for improvement. 

Co-consultant in the analysis of the issues surrounding gas transportation performed for 
the law firm of Cravath, Swaine & Moore in conjunction with the case of Reynolds Metals 
Co. vs. the Columbia Gas System, Inc.; drafted in-depth report concerning the regulatory 
treatment at both state and federal levels of issues such as flexible pricing and mandatory 
gas transportation. 
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Lead consultant and expert witness in the analysis of the rate increase request of the City -. 
of Austin - Electric Utility on behalf of the residential consumers. Among the numerous 
ratemaking issues addressed was the economies of the Utility's employment of outside 
services; provided both written and oral testimony outlining recommendations and their 
bases. Most of Mr. Smith's recommendations were adopted by the City Council and 
Utility in a settlement. 

Key team member performing an analysis of the rate stabilization plan submitted by the 
Southern Bell Telephone & Telegraph Company to the Florida Public Service 
Commission; performed comprehensive analysis of the Company's projections and budgets 
which were used as the basis for establishing rates. 

Lead consultant in analyzing Southwestern Bell Telephone separations in Missouri; 
sponsored the complex technical analysis and calculations upon which the firm's testimony 
in that case was based. He has also assisted in analyzing changes in depreciation 
methodology for setting telephone rates. 

Lead consultant in the review of gas cost recovery reconciliation applications of Michigan 
Gas Utilities Company, Michigan Consolidated Gas Company, and Consumers Power 
Company. Drafted recommendations regarding the appropriate rate of interest to be 
applied to any over or under collections and the proper procedures and allocation 
methodology to be used to distribute any refimds to customer classes. 

Lead consultant in the review of Consumers Power Company's gas cost recovery r e h d  
plan. Addressed appropriate interest rate and compounding procedures and proper 
allocation methodology. 

Project manager in the review of the request by Central Maine Power Company for an 
increase in rates. The major area addressed was the propriety of the Company's 
ratemaking attrition adjustment in relation to its corporate budgets and projections. 

Project manager in an engagement designed to address the impacts of the Tax Reform Act 
of 1986 on gas distribution utility operations of the Northern States Power Company. 
Analyzed the reduction in the corporate tax rate, uncollectibles reserve, ACRS, unbilled 
revenues, customer advances, CIAC, and timing of TRA-related impacts associated with 
the Company's tax liability. 

Project manager and expert witness in the determination of the impacts of the Tax Reform 
Act of 1986 on the operations of Connecticut Natural Gas Company on behalf of the 
Connecticut Department of Public Utility Control - Prosecutorid Division, Connecticut 
Attorney General, and Connecticut Department of Consumer Counsel. 

Lead Consultant for The Minnesota Department of Public Service ("DPS") to review the 
Minnesota Incentive Plan ("Incentive Plan") proposal presented by Northwestern Bell 
Telephone Company ("NWS") doing business as U S West Communications ("USWC"). 
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Objective was to express an opinion as to whether current rates addressed by the plan 
were appropriate fiom a Minnesota intrastate revenue requirements and accounting 
perspective, and to assist in developing recommended modifications to NWB's proposed 
Plan. 

0 Performed a variety of analytical and review tasks related to our work effort on this 
project. Obtained and reviewed data and performed other procedures as necessary (1) to 
obtain an understanding of the Company's Incentive Plan filing package as it relates to rate 
base, operating income, revenue requirements, and plan operation, and (2) to formulate an 
opinion concerning the reasonableness of current rates and of amounts included within the 
Company's Incentive Plan filing. These procedures included requesting and reviesuing 
extensive discovery, visiting the Company's offices to review data, issuing follow-up 
information requests in many instances, telephone and on-site discussions with Company 
representatives, and frequent discussions with counsel and DPS StafF assigned to the 
project. 

Appendix RCS- 1 Page 3 of 15 

Lead Consultant in the regulatory analysis of Jersey Central Power & Light Company for 
the Department of the Public Advocate, Division of Rate Counsel. Tasks performed 
included on-site review and audit of Company, identification and analysis of specific 
issues, preparation of data requests, testimony, and cross examination questions. Testified 
in Hearings. 

0 Assisted the NARUC Committee on Management Analysis with drafting the Consultant 
Standards for Management Audits. 

0 Presented training seminars covering public utility accounting, tax reform, ratemaking, 
aillliated transaction auditing, rate case management, and regulatory policy in Maine, 
Georgia, Kentucky, and Pennsylvania. Seminars were presented to commission staffs and 
consumer interest groups. 

Previous Positions 

With Larkin, Chapski and Co., the predecessor firm to Larkin & Associates, was involved 
primarily in utility regulatory consulting, and also in tax planning and tax research for 
businesses and individuals, tax return preparation and review, and independent audit, 
review and preparation of financial statements. 

0 Installed computerized accounting system for a realty management fum. 

Education 

0 Bachelor of Science in Administration in Accounting, with distinction, University of 
Michigan, Dearborn, 1979. 



I -  

~ ..- 
0 

0 

0 

0 

0 

0 

0 

0 

Master of Science in Taxation, Walsh College, Michigan, 1981. Master's thesis dealt with 
investment tax credit and property tax on various assets. 

Juris Doctor, cum laude, Wayne State University Law Schooi, Detroit, Michigan, 1986. 
Recipient of American Jurisprudence Award for academic excellence. 

Continuing education required to maintain CPA license and CFP certificate. 

Passed all parts of CPA examination in first sitting, 1979. Received CPA certificate in 
1981 and certified Financial Planning certificate in 1983. Admitted to Michigan and 
Federal bars in 1986. 

Michigan Association of Certified Public Accountants, Committee on Management 
Consulting Services. 

Michigan Bar Association. 

American Bar Association, sections on public utility law and taxation. 

Southeastern Michigan Computer Organization 

Appendix RCS- 1 Page 4 of 15 



Partial list OA utility cases participated ..I: 

79-228-EL-FAC 

79-23 1 -EL-FAC 

79-53 5-EL-AIR 

80-235-EL-FAC 

SO-240-EL-F AC 

U- 1933 * 

U-6794 

Docket No. 
8 1-003 5" 

Docket No. 
8 1-0095TP 

81-308-EL-EFC 

Docket No. 
8 10 136-EU 

Docket No. 
GR-81-342 

Tr-8 1-208 

U-6949 

8400 

Cincinnati Gas & Electric Company 
(Public Utilities Commission of Ohio) 

Cleveland Electric Illuminating Company 
(Public Utilities Commission of Ohio) 

East Ohio Gas Company 
(Public Utilities Commission of Ohio) 

Ohio Edison Company 
(Public Utilities Commission of Ohio) 

Cleveland Electric Illuminating Company 
(Public Utilities Commission of Ohio) 

Tucson Electric Power Company 
(Report prepared for the Arizona Corporation Commission) 

Michigan Consolidated Gas Company - 16 Refunds 
(Michigan Public Service Commission) 

Southern Bell Telephone Company 
(Florida Public Service Commission) 

General Telephone Company of Florida 
(Florida Public Service Commission) 

Dayton Power & Light Co.- Fuel Adjustment Clause 
(Public Utilities Commission of Ohio) 

Gulf Power Company 
(Florida Public Service Commission) 

Northern States Power Company -- E-001UMinnesota 
(Minnesota Public Utilities Commission) 

Southwestern Bell Telephone Company 
(Missouri Public Service Commission) 

Detroit Edison Company 
(Michigan Public Service Commission) 

East Kentucky Power Cooperative, Inc. 
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Docket No. 
18328 

Docket No. 
18416 

820 1 00-EU 

8624 

8648 

U-7236 

U-6633-R 

U-6797-R 

U-5 5 1 0-R 

82-24OE 

7350 

Order 
RH-1-83 

820294-TP 

82-1 65-EL-EFC 
(Subfib A) 

82- 168-EL-EFC 

(Kentucky Public Service Commission) 
Alabama Gas Corporation 
(Public Service Commission of Alabama) 

Alabama Power Company 
(Public Service Commission of Alabama) 

Florida Power Corporation 
(Florida Public Service Commission) 

Kentucky Utilities 
(Kentucky Public Service Commission) 

East Kentucky Power Cooperative, Inc. 
(JCentucky Public Service Commission) 

Detroit Edison - Burlington Northern Refknd 
(Mtchigan Public Service Commission) 

Detroit Edison - MRCS Program 
(Michigan Public Service Commission) 

Consumers Power Company - MRCS Program 
(Michigan Public Service Commission) 

Consumers Power Company - Energy Conservation Finance 
Wchigan Public Service Commission) 

South Carolina Electric & Gas Company 
(South Carolina Public Service Commission) 

Generic Working Capital Hearing 
(Michigan Public Service Commission) 

Westcoast Transmission Company, Ltd. 
(National Energy Board of Canada) 

Southern Bell Telephone & Telegraph Company 
(Fbnda Public Service Commission) 

Toledo Edison Company 
(Public Utilities Commission of Ohio) 

Cleveland Electric Illuminating Company 
(Pub tic Utilities Commission of Ohio) 
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830012-EU 

U-7065 

873 8 

ER-83-206 

U-4758 

8836 

8839 

83-07- 15 

81-0485-WS 

U-7650 

83-662 

U-7650 

U-6488-R 

U-15684 

7395 & 
u-7397 

Tampa Electric Company 
(Florida Public Service Commission) 

The Detroit Edison Company - Fermi II 
(Michigan Public Service Commission) 

Columbia Gas of Kentucky, Inc. 
(Kentucky Public Service Commission) 

Arkansas Power & Light Company 
(Missouri Public Service Commission) 

The Detroit Edison Company - Refunds 
(Michigan Public Service Commission) 

Kentucky American Water Company 
(Kentucky Public Service Commission) 

Western Kentucky Gas Company 
(Kentucky Public Service Commission) 

Connecticut Light & Power Company 
(Department of Utility Control State of Connecticut) 

Palm Coast Utility Corporation 
(Florida Public Service Commission) 

Consumers Power Company - Partial and Immediate 
(Ahchigan Public Service Commission) 

Continental Telephone Company of California 
(Nevada Public Service Commission) 

Consumers Power Company - Final 
(Michigan Public Service Commission) 

Detroit Edison Company - FAC & PPAC Reconciliation 
(lbhchigan Public Service Commission) 
Louisiana Power & Light Company 
(Public Service Commission of the State of Louisiana) 

Campaign Ballot Proposals 
(Michigan Public Service Commission) 
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820013-WS 

U-7660 

~ 

83-1039 

U-7802 

83-1226 

830465-E1 

u-7777 

u-7779 

U-748 0-R 

U-7488-R 

U-7484-R 

U-7550-R 

U-7477-R** 

I 
U-75 12-R 

18978 

R-842583 

Seacoast Utilities 
(Florida Public Service Commission) 
Detroit Edison Company 
(Michigan Public Service Commission) 

CP National Corporation 
(Nevada Public Service Commission) 

Michigan Gas Utilities Company 
(Michigan Public Service Commission) 

Sierra Pacific Power Company 
(Nevada Public Service Commission) 

Florida Power & Light Company 
(Florida Public Service Commission) 

Michigan Consolidated G a s  Company 
(Michigan Public Service Commission) 

Consumers Power Company 
(Michigan Public Service Commission) 

Michigan Consolidated Gas Company) 
(Michigan Public Service Commission) 

Consumers Power Company - Gas 
(I!hchigan Public Service Commission) 

Michigan Gas Utilities Company 
(Michigan Public Service Commission) 

Detroit Edison Company 
Wchigan Public Service Commission) 

Indiana & Michigan Electric Company 
(Michigan Public Service Commission) 

Consumers Power Company - Electric 
(Michigan Public Service Commission) 

Continental Telephone Company of the South 
(Alabama Public Service Commission) 

Duquesne Light Company 

- A  
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R-842740 

850050-E1 

16091 

19297 

(Pennsylvania Public Utility Commission) 

Pennsylvania Power Company 
(Pennsylvania Public Utility Commission) 

Tampa Electric Company 
(Florida Public Service Commission) 

Louisiana Power & Light Company 
(Louisiana Public Service Commission) 

Continental Telephone Company of the South - Alabama 
(Alabama Public Service Commission) 

76-1 8788AA & 
76- 18793AA 

Detroit Edison - Refbnd - Appeal of U-4807 
(Ingham County, Michigan Circuit Court) 

85-53476-AA & 
85-534785-AA 

Detroit Edison Refund - Appeal of U-4758 
(Ingham County, Michigan, Circuit Court) 

U-8091AJ-8239 Consumers Power Company - Gas Refbnds 
(Michigan Public Service Commission) 

TR.-85-179** United Telephone Company of Missouri 
(Missouri Public Service Commission) 

85-212 Central Maine Power Company 
(Maine Public Service Commission) 

ER-85646001 
& 

ER-8564700 1 

850782-E1 
& 
850783-EI 

R-860378 

R-850267 

85 1007-WU 
& 

New England Power Company 
(Federal Energy Regulatory Commission) 

Florida Power & Light Company 
(Florida Public Service Commission) 

Duquesne Light Company 
(Pennsylvania Public Utility Commission) 

Pennsylvania Power Company 
(Pennsylvania Public Utility Commission) 

Florida Cities Water Company 
Florida Cities Sewer Company 
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8404 19-SU (Florida Public Service Commission) 

G-002/GR-86- 160 Northern States Power Company 
(Minnesota Public Utilities Commission) 

Docket No. 
7195 (Interim) (Public Utility Commission of Texas) 

Gulf States Utilities Company 

87-01-03 

87-0 1-02 

R-8603 78 
Surrebuttal 

3673-U 

Docket No. 
29484 

Docket No. 
U-8747 

U-8924 

DocketNo. 1 

Docket E-2, 
Sub 527 

Docket No. 
870853 

Docket No. 
8 80069* * 

Docket Nos. 
U- 1954-88-1 02 
E- 1032-88-102 

Connecticut Natural Gas Company 
(Connecticut Department of Public Utility Control) 

Southern New England Telephone Company 
(Connecticut Department of Public 
Utility Control) 

Duquesne Light Company 
(Pennsylvania Public Utility Commission) 

Georgia Power Company 
(Georgia Public Service Commission) 

Long Island Lighting Company 
(New York Department of Public Service) 

Anchorage Water and Wastewater Utility 
(Alaska Public Utilities Commission) 

Consumers Power Company - Gas 
(Michigan Public Service Commission) 

Austin Electric Utility 
(City of Austin, Texas) 

Carolina Power & Light Company 
(North Carolina Utilities Commission) 

Pennsylvania Gas and Water Company 
(Pennsylvania Public Utility Commission) 

Southern Bell Telephone Company 
(Florida Public Service Commission) 

Citizens Utilities Rural Company, Inc. & 
Citizens Utilities Telephone Company, 
Kingman Telephone Division 
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Docket Nos. 
1954-88- 184 
E- 1032-88-1 84 
Docket No. 
89-0033 

Cause No. 
U-89-2688-T 

Docket No. 
R-891364 

F.C. 889 

Case No. 88/546* 

Case No. 
87-1 1628* 

Docket No. 
8903 19-E1 

Docket No. 
891345-E1 

BPU Docket No. 
ER 8811 0912J 

Docket No. 653 1 

Docket No. 
R-901595 

Docket NO. 90-10 

Docket No. 

(Before the Arizona Corporation Commission) 

Illinois Bell Telephone Company 
(Illinois Commerce Commission) 

Puget Sound Power & Light Company 
(Washington Utilities & Transportation Committee) 

Philadelphia Electric Company 
(Pennsylvania Public Utility Commission) 

Potomac Electric Power Company 
(Public Service Commission District of Columbia) 

Niagara Mohawk Power Corporation, et al Plaintiffs, v. 
W+Westem, Inc. et al, defendants 
(In the Supreme Court County of Onondaga, 
State of New York) 

Duquesne Light Company, et ai, plaintiffs, against Gulf+ 
Western, Inc. et al, defendants 
(In the Court of the Common Pleas of Allegheny County, 
Pennsylvania Civil Division) 

Florida Power & Light Company 
(Florida Public Service Cornmission) 

Gulf Power Company 
(Florida Public Service Commission) 

Jersey Central Power & Light Company 
(Board of Public Utilities Commissioners) 

Hawaiian Electric Company 
(Hawaii Public Utilities Commissioners) 

Equitable Gas Company 
(Pennsylvania Consumer Counsel) 

Artesian Water Company 
(Delaware Public Service Commission) 

Southern New England Telephone Company 
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89- 12-05 

Docket No. 

(ConnAcut Department of Publi 

Southern States Utilities, Inc. 

utili 

9003 29-WS (Florida Public Service Commission) 

Application Southern California Edison Company 
No. 90-12-018(California Public Utilities Commission) 

Case No. Long Island Lighting Company 
90-E- 1 185 

Docket No. 
R-9 1 1966 

1.90-07-037 
Phase II 

Docket No. 
U- 155 1-90-322 

Docket No. 
U- 1656-9 1 - 134 

Docket No. 
U-20 13-9 1- 13 3 

Docket No. 
9 1- 174* * * 

Docket Nos. 
U-155 1-89- 102 
& U-1551-89-103 

Docket No. 6998 

Docket Nos. 

(New York Department of Public Service) 

I Control) 

Southwest Gas Corporation - Audit of Gas Procurement Practices 
and Purchased G a s  Costs 
Before the Arizona Corporation Commission 

Pennsylvania Gas & Water Company 
(Pennsylvania Public Utility Commission) 

(Investigation of Post-Retirement Benefits Other 
Than Pensions) 
The Department of the Navy and all Other Federal 
Executive Agencies - Before the California Public 
Utilities Commission 

Southwest Gas Corporation 
Before the Arizona Corporation Commission 

Sun City Water Company 
Residential Utility Consumer Office 

Havasu Water Company 
Residential Utility Consumer Office 

Central Maine Power Company 
The Department of the Navy and all Other Federal Executive 
Agencies 

Southwest Gas Corporation - Rebuttal and PGA Audit 
Before the Arizona Corporation Commission 

Hawaiian Electric Company 
(Hawaii Pubiic Utilities Commissioners) 

Intrastate Access Charge Methodology, Pool and Rates 

Appendix RCS- 1 Page 12 of 15 



* J  

TC-91-040A and 
TC-91-040B Independent Telephone Coalition 

Local Exchang Carriers Association and South Dakota 

I Docket Nos. General Development Utilities - Port Malabar and 
9 1 1030-WS & West Coast Divisions 
9 1 1067-WS 
Docket No. 

(Florida Public Service Commission) 
The Peoples Natural Gas Company 

~ 922180 Pennsylvania Public Utilities Commission 

Docket Nos. 
7233 and 7243 

Docket Nos. Metropolitan Edison Company 
R-009223 14 & 

Hawaiian Nonpension Postretirement Benefits 
Hawaiian Public Utilities Commission 

Pennsylvania Public Utility Commission 
M-9203 12C006 

Docket No. 
ROO922428 Pennsylvania Public Utility Company 

Docket Nos.*** 
E-1032-92-083 & 

Pennsylvania American Water Company 

Citizens Utilities Company, Agua Fria Water Division 
The Arizona Corporation Commission 

U-1656-92-183 

Docket No. 
92-09- 19 

Docket No. 
E- 103 2-92-073 

Docket No. 
UE-92- 1262 

Docket No. 
92-345 

Docket No. R-932667 

Southern New Engiand Telephone Company 
Before the Connecticut Department of Public Utility Control 

Citizens Utilities Company (Arizona Electric Division) 
Before the Arizona Corporation Commission 

Puget Sound Power and Light Company 
Before the Washington Utilities & Transportation Commission 

Central Mahe Power Company 
Before the State of Maine Public Utility Commission 

Pennsylvania Gas & Water Company 
Before the Pennsylvania Public Utility Commission 

Matanuska Telephone Association, Inc. 
Before the Alaska Public Utilities Commission 

Anchorage Telephone Utility 
Before the Alaska Public Utilities Commission 

**Docket No. U-93-60 

**Docket No. U-93-50 

Docket NOS. U-93-64 PTI Communications 

Appendix RCS-1 Page 13 of 15 



& U-93-65 

Docket No. 7700 

Docket NOS. E-1032-93- 
11 1 & U-1032-93-193 
Docket NOS. E-1032-93- 
111 & U-1032-93-193 

Docket No. R-00932670 

Docket Nos. 
U-1514-93-1691 
E-1032-93- 169 

Docket No. 7766 

Case No. 93-2006- 
GA-AIR* 

Case No. 94-E-0334 

Docket No. 94-0270 

Docket No. 94-0097 

Case No. 
PU-3 14-94-688 

Application No. 
94-12-005-Phase I 

Docket NO. R-953297 

Docket NO. 95-03-01 

Before the Public Utilities Commission of the State of Alaska 

Hawaiian Electric Company, Inc. 
Before the Public Utilities Commission of the State of Hawaii 

Citizens Utilities Company - Arizona Gas Division 
Before the Arizona Corporation Commission 
Citizens Utilities Company - Arizona Gas Division 
Surrebuttal Testimony - Before the Arizona Corporation Commission 

Pennsylvania American Water Company 
Before the Pennsylvania Public Utility Commission 

Joint Application for Approval of the Sale of Assets and 
Transfer of CC&N fiom Contel of the West, Lnc. to 
Citizens Utilities Company 
Before the Arizona Corporation Commission 

Hawaiian Electric Company, Inc. 
Before the Public Utilities Commission of the State of Hawaii 

The East Ohio G a s  Company 
Before the Ohio Public Utilities Commission 

Consolidated Edison Company 
Before the New York Department of Public Service 

Inter-State Water Company 
Before the State of Illinois Commerce Commission 

Citizens Utilities Company, Kauai Electric Division 
Before the Public Utilities Commission of the State of Hawaii 

Application for Transfer of Local Exchanges 
Before the North Dakota Public Service Commission 

Pacific Gas & Electric Company 
Before the California Public Utilities Commission 

UGI Utilities, Inc. - G a s  Division 
Before the Pennsylvania Public Utility Commission 

Southern New England Telephone Company 
Before the Connecticut Department of Public Utility Control 
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Docket No. 95-0342 Consumer Illinois Water Company - Kankakee Water District 
Before the State of Illinois Commerce Commission 

*Testimony filed, examination not completed. 
**Issues stipulated 
***Company withdrew case. 
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E-2 
E-3 
E 4  
E-5 
E-6 

U S WEST COMMUNICATIONS, INC,? 
Docket No. T-I 051 6-99-1 05 

. .  

Adjustment 1 Smith No 
Revenue Annualization 4 Larkin Yes 
Directory Revenue imputation 1 Larkin Yes 
Universal Service Revenue 1 Smith No 
Miscellaneous Revenue tbp tbp 
FCC Nonregulated/ ACC Regulated Imputatiodloss 

Exhibit -(L&A-I) of Larkin & Associ 
REDACTED VERSION 
On Behalf of RUCO 

Contents h 

E-I 7 
E-I8 
E-I 9 
E-20 
E-21 
E-22 

and Shareholders 1 Smith No 
Remove Non-Product Advertising Expense I Larkin Yes 
Normalize Product Advertising Expense 1 Larkin Yes 
Remove Sports Team Sponsorships Expense 1 Larkin Yes 
Remove Olympic Sponsorship Expense I Larkin Yes 
Remove Out-Of-Period Income Tax Expense 1 Smith No 
Reflect Sharing of Gain on Sale of 38 Arizona Exchanges 

E-23 
E-24 

E-25 

with Traffic 1 Smith Yes 

Cash Working Capital - Adjust to US WEST Calculated Rate 
Base Amount 1 Smith No 
Interest Synchronization Adjustment 1 Smith No 

Service Quality Plan 1 Smith Yes 

TOTALPAGES 40 
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U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATIONS 
TEST YEAR ENDING December 31,1999 
(IN THOUSANDS OF DOLLARS) 

Revenue Surplus or Deficiency 

Line 
No. - 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

11 
12 
13 
14 
15 
16 
17 
18 
19 
io 

Description 

1. Original Cost 
Adjusted rate base 
Required rate of return 
Required operating income 
Adjusted net operating income 
Operating income deficiency (sufficiency) 
Gross revenue conversion factor 
Change in revenue requirement 
Three year revenue requirement 
Reciprocal cornp. automatic adj. mechanism 
Total change in revenue requirement 

II. Fair Value 
Adjusted rate base 
Required rate of return 
Required operating income 
Adjusted net operating income 
Operating income deficiency (sufficiency) 
Gross revenue conversion factor 
Change in revenue requirement 
Three year revenue requirement 
Reciprocal cornp. automatic adj. mechanism 
Total change in revenue requirement 

Reference 
For COLA 

Schedule B 
Schedule D 

Schedule C 

Schedule A-I 

Note A 
Note B 

Schedule C 

Schedule A-1 

Docket NO. T-1051B-99-105 
Schedule A 
Page 1 of 1 

. 

Per Per 
RUCO Company Dierence 

(A) (B) (C 1 

$ 1,398,921 $ 1,422,099 $ (23,178) 
9.51 % 10.86% -1.35% 

$ 133,037 $ 154,440 $ (21.403) . I  

$ 149,528 $ 43,832 $ 1'05,696 
$ (16,491) $ 110,608 $ (127,099) 

1.7056 I .7056 
$ (28,128) $ 188.653 $ (216.781) 

$ (686) $ 686 
$ $ 13,252 $ (13,252) 
$ (28.128) $ 201,219 $ (229,3471 

$ 1,735,180 $ 1,763,930 $ (28,750) 
7.67% 10.86% -3.19% 

$ 133,037 $ 191,563 $ (58,526) 
$ 149,528 $ 43,832 $ 105,696. 
$ (16,491) $ 147,731 $ (164,222) 

1 ,7056 1.7056 
$ (28,128) $ 251,970 $ (280,098) 

$ $ 13,252 $ (13,252) 
$ (28,128) $ 264,536 $ (292,664) 

Notes 
A 
B 

Same proportion as Company Fair Value rate base to Original Cost rate base 
Required return adjusted to produce same required operating income as Original Cost 

USWC amounts in Column B, lines 1-10, are from Redding Supplemental (513/2000), Exhibit GAR-1 

USWCs amounts for Column 6, lines 11-20, are from the response to UTI 43-20 S i  

I 

I 

I 

I USWC did not present a Fair Value with that filing 

I 



U S WEST COMMUNICATIONS, INC. 
Arizona Intrastate Operations 
Gross Revenue Conversion Factor 
Test Year Ending December 31,1999 

Line 
M a  Description 

1 Gross Intrastate Revenue 

2 Less: Uncollectible Revenue I .am% 

3 Totai Revenue (Ll-K) 98.1490% 

Docket No. T-1051 E-99-105 
Schedule A-1 
Page 1 of 1 

\ 

Amount 

100.00% 

4 Less: Taxes on Local Revenue Service 0.1066% 

5 Taxable income (L3-L4) 98.0424% 

6 Less: Effective State Income Tax (L5 * 8.00%) 8.00% 7.8434% 

7 Less: Effective Federal income Tax (L5 * 32.20%) 32.20% 31 5697% 

8 Net Operating Earnings (L5L6-L7) 58.6293% 

9 Gross Revenue Conversion Factor (Ll I L8) 1.7056 



U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATIONS 
TEST YEAR ENDING Decsmber 31,1999 
(IN THOUSANDS OF DOLLARS) 

Adjusted Original Cost Rate Base 

I tine 
No. - 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

Description 

Telephone Plant In Service 
Short-Team Plant Under Construction 
Materials and Supplies 

Accumulated Depreciation &Amortization Reserve 
Accumulated D e f d  Income Tax 
Customer Deposits 
Land Development Agreanent Deposits 
Other Assets & Liabilities 

Allowance for cash working capital 

End-of-Period Rate Base 

Docket NO. T-10518-99-105 
Schedule B 
P a g e l d l  

.L 

Per RUCO Per 
Company Adjustments RUCO 

(A) (B) (C 1 

$ 3,566,015 $ 37,444 $ 3,603,459 
$ $ $ 
$ 18,386 $ $ 18,386 
$ (39,211) $ (5,809) $ (45,020) 
$ (1,923,025) $ $ (1,923,025) 
$ (240,535) $ 12,093 $ (228,442) 
$ (7,711) $ $ c1,711) 
$ (18,040) $ $ (18.040) 
$ 65,535 $ (66,221) $ (686) 
$ 1,421,414 $ (22.493) $ 1,398,921 

N o t e s  
Column A is from USWC witness Redding's May 3,2000 Supplemental, Exhibit GAR44 

Details for Column 8 (RUCO Adjustments) are shown on Schedule E 



U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATIONS 
TEST YEAR ENDING December 31,1999 
(IN THOUSANDS OF DOWRS) 

Adjusted Net Operating Income 

tine 
No. - 

1 

3 
4 
5 

I 2 

6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 

24 
25 
26 

Description 

Revenues 
Local Senrice Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 

Total Oper. Rev. (L1 thru L4) 

0th- 
Total Cost of Svcs 8 Pmduds(L6 thru L11) 

Customer Operations 
Corporate Operations 
Property & Other Taxes 
UncollectiMes 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Income From Operations (t5-L22) 
T a m  
Federal Income Tax 
State & Local Income Tax 
N e t  Operating Income (L23-L24-L25) 

Tot Selling, Gen. 8 Admin.(Ll3 thru L16) 

Total Operating Expense(L12+L17 thru L21) 

Per 
Company 

(A) 

$ 928,694 
$ 115,252 
$ 22,413 
$ 131,842 
$ 1,198,201 

$ 262,322 
$ 10,745 
$ 49,225 
$ 2,212 
$ 21.945 
$ 1.271 
$ 347,720 
$ 219,291 
$ 206,975 
$ 48.041 
$ 16,480 
$ 490,787 
$ 1 74 
$ 328,884 
$ 
$ (117) 
$ 1,167.448 
$ 30,753 

$ (7,078) 
$ 1,365 
$ 36,466 
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.. 

RUCO Per 

$ 13,761 $ 942,455 
$ (1,983) $ 113,269 
$ 3,306 $ 25.719 
$ 46.681 $ 178,523 
$ 61,765 $1,259,966 

$ (2,107) $ 260,215 
$ (1,025) $ 9.720 
$ (5,036) $ 44,189 
$ (286) $ 1,926 
$ 17,745 $ 39,690 

$ 8,997 $ 356,717 
$ (27,683) $ 191,608 
$ (33,886) $ 173,089 
$ (7) $ 48,034 
$ (111) $ 16,369 

$ (294) $ 977 

$ (61,687) $ 429,100 
$ (22,853) $ (22,6791 

$ (125,258) $1,042,190 
$ 187,023 $ 217,776 

$ 58,133 $ 51,055 
$ 15,828 $ 17,193 
$ 113,082 $ 149,528 

ok 

Notes 
Coiurnn A amounts indude US WESTS "SC" (three-year revenue requirement adjustments) and the adjustments 
from US WESTS supplemental testimony of George Redding, as corrected in response to UTI-56-2, Attachment A. 

Details for Cdumn B (RUCO Adjustments) are shown on Schedule E 



U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATIONS 
TEST YEAR ENDING December 31,1999 

Capital Structure and Cost of Capital 

tine 
No. - 

1 
2 
3 

4 

5 
6 
7 

8 

9 
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cost Weighted 
Description Amount Percent Rate cost 

(A) (6) (C 1 (Dl 
I. Proposed by US WEST 
Common equity 52.40% 14.00% 7.34% 
Total debt 47.60% 7.39% 3.52% 

10.86% Total capital 

II. Proposed by RUCO Witness John Legler (Based on February 2000 USWC-AZ Capital Structure) 
Common equity $ 1,015,260 52.43% 1 1.50% 6.03% 

- 100.00% - 
Long term debt 
Short term debt 
Total debt 

Total capital 

$ 769,984 39.77% 7.54% 3.00% 
$ 150,997 7.80% 6.61 % 0.49% 
$ 920.981 47257% 3.49% 

$ 1,936,241 100.00% - 9.51 % - 
Difference in rate of return -1.35% 

N o t e s  and Source 
Lines 1-3, USWC May 3,2000 supplemental Georne Redding, Exhibit GAR42 
tines 4-8: RUCO Witness John LGlec 

- 



US WEST COMMUNICATIONS, INC. 
Arizona Intrastate Operations 
Test Year Ending June 30,1999 
(Amounts in Thousands) 

RUCO Adjustments Summary I 
I 

*CONFIDENTIAL INFORMATION REDACTED- 

I Line 
I No. 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 
30 
31 
32 
33 

34 
35 
36 
37 
38 
39 
40 
41 
42 
43 

44. 
45. 
46. 
47. 

I 48. 

Description 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property & Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Income From Operations (L5-U2) 
TaXer 
Federal Income Tax 
State & Local Income Tax 
Net Operating Income (L234.244.25) 
mer 
Nonoperating Income & Expense 
Nonoperating Income Tax 
Net Operating Earnings (L26U.7428) 
Interest Expense 
Juris D&f & Nonreg Net Income 
Extraordinary Items 

Rate Base 
Telephone Plant In Service 
Shod-Term Plant Under Construction 
Materials and Supplies 
Allowance for Cash Workina Caoital 

Total Oper. Rev. (L1 thr~ L4) 

Total cost of Svw & Products(L6 thru L11) 

Tot Selling, Gen. & Admin.(L13 thru L16) 

Total Operating Expense(Ll2+LI7 t h ~  L21) 

Net Income (L29-UO-UI-UZ) 

Docket No. T-2051B-99-105 
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Reverse 
inappropriate 
Portions of US 

RUCO WEST Directory 
Adjustment Annualization Revenue Revenue 

Summary Total Adjustment Annualization Imputation 
E-1 E-2 E-3 

$ 13,761 $ (12,444) 
$ (1,983) $ (1,983) 
5 3,306 $ 3,306 
$ 46,681 $ 5,100 
$ 61,765 $ (6.021) 

$ (61,687) $ (33.520) 
$ (22,853) $ (366) 

(49,744) $ 
$ (1,370) 

$ 
$ 
$ 29 $ 29 

$ (125,258) $ (1 1,105) 
$ 187,023 $ 5,084 

$ 58,133 $ 1,637 
$ 15,828 . $ 407 

$ 113,062 $ 3,040 

113,062 $ 3,040 
$ $ 

$ 
$ 

$ 
$ 
$ 113,062 $ 3,040 

Accumulated Depreciation & &ortization Resen $ 
Accumulated Deferred Income Tax $ 12,093 
Customer Deposits $ 
Land Development Agreement Deposits $ 
Other Assets & Liabilities $ (66,221) 

End-of-Period Rate Base (L.34 thru L42) $ (22.493) 

Revenue Requirement Impact 
Earnings required s (2.443) 
Earnings available $ 113,062 
Revenues required $ (197,003) 
Rate of return (32,211) 
RUCO adjustments (229,214) 
RUCO adjustments - d i i  in rev req from USWC (229,347) 
diff 133 

$ - $  - $  
$ 3,040 $ 11,770 $ 24,722 
$ (5,185) $ (20,075) $ (42,166) 



US WEST COMMUNICATIONS, INC. 
Arizona Intrastate Operations 
Test Year Ending June 30,1999 
(Amounts in Thousands) 

RUCO Adjustments Summary 
**CONFIDENTIAL INFORMATION REDACTED- 

Line 
No. 

I 
2 
3 
4 
5 

6 
7 
8 
9 

10 
11 

12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 
30 
31 
32 
33 

34 
35 
36 
37 
38 
39 
40 
41 
42 
43 

44. 
45. 
46. 
47. 
48. 

Description 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 

ExpelWS 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Total Oper. Rev. (L1 t h ~  L4) 

Docket No. T-20518-99405 
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FCC 
Nonregulatedl 

ACC Regulated Broadband 

Service Revenue Revenue Adjustment Expenses 
Universal Miscellaneous Imputation/Loss Revenues and 

E4 E 5  E 4  E-7 

$ 

$ - $  - $  - $  

Total Cost of Svcs 8 Products(L6 thru L11) $ - $  - $  - $  
Customer Operations 
Corporate Operations 
Property & Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund $ 1,370 $ 
Link Up America 

Tot Selling, Gen. & Admin.(L13 thru L16) $ - $  - $  - $  

Total Operating Expense(L12*L17 thru L21) $ 1,370 $ - $  - $  
Income From Operations (L5-L22) $ (1,370) $ - $  - $  

Federal Income Tax $ (441) $ - $  - $  
State & Local Income Tax $ (110) 5 - $  - $  
Net Operating income (L234.24425) $ (819) $ - $  - $  

Taxes 

Other 
Nonoperating Income & Expense 
Nonoperating Income Tax 

Interest Expense 
Juris Diff & Nonreg Net Income 
Extraordinary Items 

Rate Base 
Telephone Plant In Service 
Short-Term Plant Under Construction 
Materials and Supplies 
Allowance for Cash Working Capital 
Accumulated Depreciation & Amortization Resen 
Accumulated Deferred Income Tax 
Customer Deposits 
Land Development Agreement Deposits 
Other Assets & Liabilities 

Net Operating Earnings (L26-L27-L28) $ (819) $ - $  - $  

Net Income (US-WO-L3143Z) $ (819) $ - $  - $  

Endsf-Period Rate Base (L34 thnr L.42) $ - $  - $  - $  

Revenue Requirement Impact 
Earnings required s - $  - $  - $  
Earnings available $ (819) $ - $  - $  
Revenues required $ 1,397 $ - $  - $  
Rate of return 
RUCO adjustments 
RUCO adjustments - dim in rev req from USWC 
diff 



US WEST COMMUNICATIONS, INC. 
Arizona Intrastate operations 
Test Year Ending June 30.4999 
(Amounts in Thousands) 

RUCO Adjustments Summary 

. 

"CONFIDENTIAL INFORMATION REDACTED" 

Line 
No. 

1 
2 
3 
4 
5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 

19 
20 
21 
22 
23 

24 
25 
26 

27 

29 
30 
31 
32 
33 

34 
35 
36 
37 

39 
40 
41 
42 
43 

18 

28 

38 

44. 
45. 
46. 
47. 
48. 

Description 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Total Oper. Rev. (L1 t h ~  L4) 

Docket No. T-20518-99-105 
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Adjustment to 
Intrastate Investment Tax Remove Pension Wages and 

Depreciation Credit Asset from Rate Salaries - Test 
Expense Amortization Base Year 

E-8 E-9 E-I 0 E-1 1 

Total Cost of Svcs & Pmducts(L6 thru L11) $ $ 
Customer Operations 
Corporate Operations 
Property & Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense $ (8.905) 
Universal Service Fund 
Link Up America 

Tot Selling, Gen. 8 Admin.(L13 thru L16) $ $ 

Total Operating Expense(Ll2+L17 thru L21) $ (8,905) $ 

Income From Operations (L5-L22) $ 8,905 $ 
Taxes 
Federal Income Tax $ 2,867 $ 
State & Local Income Tax $ 712 $ 
N e t  Operating Income (L23-L24-L25) $ 5,326 $ 
Other 
Nonoperating Income & Expense 
Nonoperating Income Tax 
Net Operating Earnings (L26-L27-L28) $ 5,326 $ 
Interest Exmnse 
Juris D i i  & Nonreg Net Income 
Extraordinary Items 

Rate Base 
Telephone Plant In Service 
Short-Term Plant Under Construction 
Materials and Supplies 
Allowance for Cash Working Capital 
Accumulated Depreciation 8 Amorfization Resen 
Accumulated Deferred Income Tax $ 26,621 
Customer Deposits 
Land Development Agreement Deposits 
Other Assets & Liabilities $ (66,221) 

End-of-Period Rate Base (L.34 thru L42) $ $ (39,600) 

Net Income (L2913O-L3l-L32) $ 5,326 $ 

Revenue Requirement Impact 
Earnings required $ - $  - $  (4.301) $ 
Earnings available $ 5,326 $ 328 $ - $  12,023 
Revenues required $ (9,084) $ (559) $ (7,336) $ (20,506) 
Rate of return 
RUCO adjustments 
RUCO adjustments - diff in rev req from USWC 
diff 



US WEST COMMUNICATIONS, INC. 
Arizona Intrastate Operations 
Test Year Ending June 30,1999 
(Amounts in Thousands) 

RUCO Adjustments Summary 
"CONFIDENTIAL INFORMATION REDACTED" 

Line 
No. 

1 
2 
3 
4 
5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 
30 
31 
32 
33 

34 
35 
36 
37 
38 
39 
40 
41 
42 
43 

44. 
45. 
46. 
47. 
48. 

Description 

Docket No. T-20518-94105 
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Management Occupational 
Wages and Wages and 

Compensation Test Year Test Year 

Software 
lncentlve Salaries - Post Salaries - Post Capitalization - 

SOP 98-1 
E-I2 E-I 3 E-I4 E-I 5 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property & Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Income From Operations (L5-L22) 

TaxeS 
Federal Income Tax 
State & Local Income Tax 
Net Operating Income (L.23124-125) 
Other 
Nonoperating Income 8 Expense 
Nonoperating Income Tax 
Net Operating Earnings (L26427428) 
Interest Expense 
Juris Diff & Nonreg Net Income 
Extraordinary Items 

Rate Base 
Telephone Plant In Service 
Short-Term Plant Under Construction 
Materials and Supplies 
Allowance for Cash Working Capital 
Accumulated Depreciation 8 Amortization Resen 
Accumulated Deferred Income Tax 
Customer Deposits 
Land Development Agreement Deposits 
Other Assets & Liabilitles 

Total Oper. Rev. (L1 thru L4) 

Total Cost of Svcs & Products(L6 thru L11) 

Tot Selling, Gen. & Admh(L13 thru L16) 

Total Operating Expense(L12+L17 thru L21) 

Net Income (U9-WOJ31-WZ) 

End&-Period Rate Base (L.34 thru LA2) 

Revenue Reauirement 
Earnings required 
Earnings available 
Revenues required 

Impact 
$ - $  - $  - $  2,489 
$ 3,256 $ 363 $ 797 $ 24,422 
$ (5,553) $ (619) $ (1,359) $ (37,409) 

Rate of return 
RUG0 adjustments 
RUCO adjustments - diff in rev req from USWC 
daC 



US WEST COMMUNICATIONS, INC. 
Arizona Intrastate Operations 
Test Year Ending June 30,1999 
(Amounts in ’Thousands) 

RUCO Adjustments Summary 
“CONFIDENTIAL INFORMATION REDACTED- 

Line 
No. 

1 
2 
3 
4 
5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 
30 
31 
32 
33 

34 
35 
36 
37 
38 
39 
40 
41 
42 
43 

44. 
45. 
46. 
47. 
48. 

Desuiptlon 

Docket No. T-2051B-99-105 
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Split Publlc 
Policy 

Organizatlon Remove Non- Normalize Remove Sports 
Costs Between Product Product Team 
Ratepayers and Advertising Advertising Sponsorships 
Shareholders Expense Expense Expense 

E-1 6 E-17 E-1 8 E-1 9 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Dlstance Network Service Rev. 
Miscellaneous 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 

Property & Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Total Operating Expense(L12+L17 thru L21) $ (822) 
Income From Operations (L5-t-22) $ 822 

TaXeS 
Federal Income Tax $ 265 
State & Local Income Tax $ 66 
Net Operating Income (L23-L24-U5) $ 491 

Other 
Nonoperating Income & Expense 
Nonoperating Income Tax 
Net Operating Earnings (L26-127428) $ 491 
Interest Expense 
Juris Diff & Nonreg Net Income 
Extraordinary Items 

Rate Base 
Telephone Plant In Service 
Short-Term Plant Under Construction 
Materials and Supplies 
Allowance for Cash Working Capital 
Accumulated Depreciation &Amortization Resen 
Accumulated Deferred Income Tax 
Customer Deposits 
Land Development Agreement Deposits 
Other Assets & Liabilities 

Total Oper. Rev. (Ll thru L4) 

Total Cost of Svcs & Products(L6 thhl L l l )  $ 

Corporate Operations $ 

Tot Selling, Gen. & Admin.(Ll3 thru L16) $ (822) 

Net Income (L29430-UI 4.32) $ 491 

End-of-Period Rats Base (L.34 thnr L.42) $ 

Revenue Requirement Impact 

Revenues required $ (837) $ (3.546) S (744) 3 (6,403) 
Rate of return 
RUCO adjustments 
RUCO adjustments - diff in rev req from USWC 
diff 

Earnings required $ - $  - $  - $  
Earnings available $ 491 $ 2,079 $ 436 $ 3.754 



US WEST COMMUNICATIONS, INC. 
Arizona Intrastate Operations 
Test Year Ending June 30, 1999 
(Amounts in Thousands) 

RUCO Adjustments Summaty 
*CONFIDENTIAL INFORMATION REDACTED" 

Line 
No. 

1 
2 
3 
4 
5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 
30 
31 
32 
33 

34 
35 
36 
37 
38 
39 
40 
41 
42 
43 

44. 
45. 
46. 
47. 
48. 

Description 

Docket No. T-20518-94105 
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Retlect Sharing 
of Gain on Sale 
of 38 Arizona Remove Olympic Remove Out-Of- 

Sponsorship Period Income Exchanges with Service Quality 
Expense Tax Expense Traffic Plan 

E-20 E-21 E-22 E-23 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 

Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 

Property & Other Taxes 
Uncollectibles 

Other Operating Income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Total Oper. Rev. (L1 thnr L4) 

Total Cost of Svcs 8 Products(L6 thru L11) $ 

Corporate Operations $ 

Tot Selling, Gen. & Admin.(L13 thru 116) $ 

Total Operating Expense(L12+L17 thru L21) $ 
$ Income F rom Operations (L5L22) 

Tax- 
Federal Income Tax 
State & Local Income Tax 
Net Operating Income (L23-L24-L25) $ 1,391 

Other 
Nonoperating Income & Expense 
Nonoperating Income Tax 
Net Operating Earnings (L26-L27-L28) $ 1,391 
Interest Expense 
Juris D i  & Nonreg Net Income 
Exlraordinary Items 

Rate Base 
Telephone Plant In Service 
Short-Term Plant Under Construction 
Materials and Supplies 
Allowance for Cash Working Capital 
Accumulated Depreciation & Amortization Resen 
Accumulated Deferred Income Tax 
Customer Deposits 
Land Development Agreement Deposits 
Other Assets & Liabilities 

Net Income (KS-WO-WI-L32) $ 1,391 

End-of-Period Rate 6ase (L34 thru La) $ 

Revenue Requirement Impact 
Earnings required $ - $  - $  - $  

5,887 Earnings available $ 846 $ 1,391 $ 13,447 $ 
Revenues required $ (1.4431 $ (2.372) $ (22.935) $ (10,041) 
Rate of return 
RUCO adjustments 
RUCO adjustments - d i  in rev req from USWC 
diff 



US WEST COMMUNICATIONS, INC. 
Arizona Intrastate Operations 
Test Year Ending June 30, 1999 
(Amounts in Thousands) 

RUCO Adjustments Summary 
"CONFIDENTIAL INFORMATION REDACTED"* 

Line 
No. 

I 
2 
3 
4 

5 

6 
7 

9 
I O  
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 
30 
31 
32 
33 

34 
35 
36 
37 

39 
40 
41 
42 
43 

a 

3a 

44. 
45. 
46. 
47. 
48. 

Description 

Revenues 
Local Service Revenues 
Network Access Service Revenues 
Long Distance Network Service Rev. 
Miscellaneous 

Total Oper. Rev. (L1 thru L4) 
Expenses 
Maintenance 
Engineering Expense 
Network Operations 
Network Administration 
Access Expense 
Other 

Customer Operations 
Corporate Operations 
Property & Other Taxes 
Uncollectibles 

Other Operating income & Expense 
Depreciation Expense 
Universal Service Fund 
Link Up America 

Total Cost of Svcs & Products(L6 thru L11) 

Tot Selling, Gen. & Admin.(Ll3 thru L16) 

Docket No. T-20518-99-105 
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Cash Working 
Capital - Adjust 

to us WEST Interest 
Calculated Rate Synchronization 
Base Amount Adjustment 

E-24 E-25 

Total Operating Expense(LlZ+L17 thru E l )  $ - $  

Income From Operations (LSL22) $ - $  

Federal Income Tax $ - $  398 
State & Local Income Tax $ - s  99 
Net Operating Income (L23-l.24125) $ - $  (497) 

Taxes 

Other 
Nonoperating Income & Expense 
Nonoperating Income Tax 
Net Operating Earnings (L26-L27-L28) $ - 5  (497) 
Interest Exoense 
Juris Diff &'Nonreg Net income 
Extraordinary Items 

Rate Base 
Telephone Plant in Service 
Short-Term Plant Under Construction 
Materials and Supplies 
Allowance for Cash Working Capital $ (5,809) 
Accumulated Depreciation & Amortization Resen 
Accumulated Deferred income Tax 
Customer Deposits 
Land Development Agreement Deposits 
Other Assets 8 Liabilities 

Net Income ( W - U O U l 4 3 2 )  $ - $  (497) 

End-of-Period Rate Base (L.34 thru L.42) $ (5,809) $ 

Revenue Requirement Impact 
Earnings required $ (631) $ 
Earnings available $ - $  (497) 
Revenues required $ (1.076) $ M a  
Rate of return 
RUCO adjustments 
RUCO adjustments - diff in rev req from USWC 
d f l  





US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31,1999 

Revenue Adjustment Summary 

Line 
No. Descriotion 

I Annualize Basic Recurring Local Revenues 

2 Remove Remaining Surcharge from Test Year Revenues 

3 Annualize impact of Various Price Changes 

4 Remove PLU Credit Related to 1998 (UTI 47-016, UTI 43-20) 

5 Increase in Revenues 

Docket No. T-10516-99-105 I 

Exhibit-(L&A-1 ) 
Schedule E-2 
Page 1 of 4 

Amount 

25,899,882 Page 2 

(5,976,274) Page 3 

(83,683) Page 4 

(159,421) 

19,680,504 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31,1999 

I Annualize Basic Recurring Local Revenues 

Line 
No. Description 
7 

1 Adjustment to Reflect Company's End of Period 
Annualization Adjustment for Basic Recurring Revenues 

Docket No. T-10518-99-105 
Exhibit-( L&A-1 ) 
Schedule E-2 
Page 2 of 4 

EOP 
Adjustment 

Per Co. 

25,899,882 

saucce: 
Response to UTI 42-001A workpapers. 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31,1999 

I Remove Remaining Surcharge from Test Year Revenues 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRlETARY INFORMATION 

Docket No. T-10516-99-105 
Exhibit-(L&A-I ) 
Schedule E-2 
Page 3 of 4 



I -  

US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Annualize Impact of Various Price Changes 
I (Excludes Directory Surcharge Price Change) 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-1051 B-99-105 
Exhibit-(L&A-1 ) 
Schedule E-2 
Page 4 of 4 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

I Directory Revenue Imputation 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-10518-99-105 
Exhibit-(L&A-1 ) 
Schedule E-3 



US West Comunications, Inc. - Arizona 
Test Year Ended December 31,1999 
Adjustment to Annualize Universal Service Fund Revenue 

Exhibit - (L&A - 1) 
Docket No. T-1051B-99-105 ' 

Schedule E 4  

t ine 
- No. Description Amount Reference 

1 Universal Service Fund Revenue, going-fonrvard level $0 Note A 

2 Universal Service Fund Revenue recorded in test year $. 1,370,000 Note A 

Adjustment to Annualize Universal Service Fund 
3 Revenue, Acct. 5082.1814 $ (1,370,000) Line 1 - Line 2 

Notes 
[AI Per USWC's response to RUCO 28-12, on a going-forward basis USWC will not be _ _  

receiving any USF revenue 
- 



U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATIONS 
Test Year Ending December 31,1999 
(IN THOUSANDS OF DOLLARS) 

Depreciation Expense 

Line 
No. - 

1 

2 

3 

4 

5 

Docket No. T-l051B-99-105 
Schedule E-8 
Page 1 of I 

Arizana 
IIntraSatte 

Description Amount Reference 

1. Pro forma Depreciation Expense at new 
rates a€ter reflecting removal of plant associated 
with sale of 38 exchanges by USWC to Citizens 

Pro forma depreciation excluding exchanges 
to be sold by USWC to Citizens $ 327,444 

II. Pro forma Depreciation remaining in USWC's 
filing at new tabs after USWc's adjustment 
for sale of 38 Arizona exchanges to Citizens 

Annualized pro forma depreciation expense 
at new rates $ 355,134 

intrastate depreciation expense removed by 
USWC in its pro forma adjustment to reflect 
the sale of 38 Arizona exchanges to Citiiens $ 18,785 

Pro forma Depreciation remaining in USWC's 
filing at new rates after USWC's adjustment 
for sale of 38 Arizona exchanges to Citizens $ 336,349 

111. Adjustment to Intrastate Depreciation Expense 

Adjustment to intrastate depreciation expense $ (8,905) 

UTI 52-14. Attachment A. Column M 

UTI 42-1, USWC Depreciation Exp w/ps 
UTI 52-14, Attachment A. Column E 

UTI 42-1, USWC Access Line Sale 
workpapers 

Line 2 - tine 3 

Line I - Line 4 



US WEST 
Arizona intrastate Operations 
Test Period Ending December 31, 1999 

I Investment Tax Credit Amortization 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-10515-99-105 
Exhibit-(L&A-1 ) 
Schedule E-9 



U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATIONS 
Test Year Ending December 31, 1999 

Remove Pension Asset from Rate Base 

Line - No. Description 

1 Remove pension asset added to rate base 
in US WESTS pro forma adjustment 

Estimated Impact on Deferred Taxes: 
2 Federal 
3 State 
4 Total estimated impact on deferred taxes 

5 Adjustment to intrastate rate base 

Docket No. T-10516-99-105 .. 
Schedule E-I 0 
Page 1 of 1 

Amount Reference 
(A) 

Response to UTI 42-1 
$ (66,221 ). USWC workpapers for Ad]. P-04 

$ 21,323 32.2000% Schedule E-25 
$ 5,298 8.0000% Schedule E-25 
$ 26,621 NoteA 

s 139.6001 

Notes 
[A] In making its pro forma adjustment to attempt to add the "pension asset" to rate base, USWC did 

not make any corresponding adjustment to Accumulated Deferred Income Taxes. The failure by USWC 
to make a corresponding adjustment to ADIT and USWC's reasons are the subject of outstanding 
discovery. 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31,1999 

Adjustments to Test Year Salary & Wage Expense 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-105lB-99-105 
Exhibit-(La-1 ) 
Schedule E-1 1 
Page 1 of 4 



US WEST 
Arizona Intrastate Operations Exhibit-(L&A-l) 
Test Period Ending December 31, 1999 

Annualization of Management Basic Wages, Overtime & Premium, 

Docket No. T-1051 B-99-105 

Schedule E-1 1 
Page 2 of 4 

Paid Absences & Short Period Sickness Expense 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Annualization of Occupational Basic Wages, Overtime & Premium, 
Paid Absences & Short Period Sickness Expense 

Docket No. T-10516-99-105 
Exhibit-(L&A-l) 
Schedule E-11 
Page 3 of 4 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 



I -  

US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Revision to Management Deferred Compensation Expense 

THISSCHEDULEHASBEENREDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-1051B-99-105 
Exhibit-(L&A-l ) 
Schedule E-11 
Page 4 of 4 
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US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Reduction to Incentive Compensation Expense 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-1051B-99-105 
Exhibit-(L&A-l ) 
Schedule E-12 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Revision to Post-Test Year Wage Increase - Management Employees 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. 7-1051 B-99-105 
.Exhibit-(La-I ) 
Schedule E-I 3 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Revision to Post-Test Year Wage Increase - Occupational Employees 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-10518-99-105 
Exhibit-(L&A-1 ) 
Schedule E-14 



' .  

I US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Software Capitalization - SOP 98-1 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-10516-99-105 
Exhibit-( L&A- 1 ) 
Schedule E-15 



U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERAYONS 
Test Year Ending December 31,1999 

Docket No. T-1051B-99-105 
Schedule E-16 
Page 1 of 1 

Split Public Policy Organization Costs Between Ratepayers and Shareholders 

Line 
- No. Description Amount Reference 

(A) 
1 Total USWC Arizona charges for public policy 

in 1999 $ 2,551,314 UTI 58-10 

2 Allocation to ratepayers 50% Decision No. 58927, page 45 

3 Public policy expense allocated to ratepayers $ 1,275,657 

4 USWC charges to above-the-line operating 
expense $ 2,358,277 UTI 58-10 

5 Adjustment to test year expense $ (I ,082,620) 

6 Intrastate percent 75.94% UTI 58-10 

7 Adjustment to Arizona intrastate expense $ (822,142) 

Notes 
In Decision No. 58927, in the last USWC Arizona rate case, the Commission found that USWC had recorded 
only six percent of overall public policy organization expenses below the line and "Staff's proposal to split the 
costs between ratepayers and shareholders to be a fair resolution." This adjustment reflects the split of such 
costs between shareholders and ratepayers that the Commission found appropriate in the last USWC Arizona 
rate case. 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31,1999 

I Remove Non-Product Advertising Expense 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-1051 B-99-105 
Exhibit-(La-1 ) 
Schedule E-I 7 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Normalize Product Advertising Expense 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-I051 B-99-105 
Exhi bit-( L &A- I ) 
Schedule E-18 
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US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Remove Sports Team Sponsorships Expense 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-1051 B-99-105 
Exhibit-(L&A- 1 ) 
Schedule E-19 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Remove Olympic Sponsorship Expense 

THIS SCHEDULE HAS BEEN REDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-I 051 B-99-105 
Exhibit-(L&A-I ) 
Schedule E-20 

. 



U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATlONS 
Test Year Ending December 31,1999 

Docket No. T-10518-99-11 
Schedule E-21 
Page 1 of 1 

Remove Outsf-Period income Taxes 

Line 
No. Description Amount Reference - 

(A) 

1 Federal income tax 
2 State income tax 

3 Net operating income 

$ (2,159) Note A 
$ 768 

$ 1,391 - (Line 1 + Line 2) 

Notes 
[A] UTI 43-20, Attachment H, and UTI 59-12 



US WEST Docket No. T-1051B-99-105 
Arizona Intrastate Operations 
Test Period Ending December 31, 1999 

Exhibit-( L&A- 1 ) 
Schedule E-22 

I -  
Reflect Sharing of Gain on Sale of 38 Arizona Exchanges with Traffic 

THISSCHEDULEHASBEENREDACTED 
CONTAINS US WEST PROPRIETARY INFORMATiON 



US WEST 
Arizona Intrastate Operations 
Test Period Ending December 31,1999 

I Service Quality Plan 

THISSCHEDULEHASBEENREDACTED 
CONTAINS US WEST PROPRIETARY INFORMATION 

Docket No. T-1051B-99-105 ! 

Exhibit-(L&A-I ) 
Schedule E-23 
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U S WEST COMMUNICATIONS, INC 
ARIZONA INTRASTATE OPERATIONS 
TEST YEAR ENDING December 31, 1999 

Cash Working Capital - Adjust to US WEST Calculated Rate Base Amount 

Line 
No. Descriotion 

Cash Working Capital - Arizona lntastate Amount 
Amount calculated by US WEST with Commission 
adjustments and fully adjusted test year, Commission 
Basis Cash Working Capital 

1 

2 Amount reflected in adjusted rate base in 
US WEST'S filing 

3 Adjustment to cash working capital 

Docket No. T-I 051 8-99-105 
Schedule E-24 
Page I of 1 

.. 

Amount Reference 
(A) 

UTI 42-1, CWC workpaper 
Commission Basis CWC 

$ (45,020) WPI-AZCWC & WP2-AzCWC 

$ (39,211) Note A 

$ (5,809) 

Notes 
[A] May 3,2000 Supplemental Exhibits of George Redding, GAR44  



- 
U S WEST COMMUNICATIONS, INC. 
Aiizona Intrastate Operations 
Test Year Ending December 31,1999 
(In Thousands of Dollars) 

Interest Synchronization 

I Line 
No. Descr iDtion 

1 
2 
3 
4 
5 

6 
7 

8 
9 

10 

Rate base 
Weighted cost of debt 
Synchronized interest deduction 
Interest in Company's filing 
Difference in interest 

Eifectiie Federal Income Tax Rate 
Federal Income Tax Expense 

Effective State Income Tax Rate 
State Income Tax Expense 

Increase (decrease) to income tax expense 

Amount 

$ 1,398,921 
3.49% 

$ 48,822 
$ 50,058 
$ (1,236) 

32.2000% 
$ 398 

8.0000% 
$ 99 

$ 497 

Docket No. T-10516-99-105 , 
Schedule E-25 
Page 1 of 1 

Reference 

Schedule B 
Schedule D 
L.1 x L.2 
Note A 
L.3 - 1.4 

Note A 
-(L.5) x L.6 

Note A 
4L.5) x L.8 

L.7 + L.9 

Notes 
A 
B Schedule A-1 

USWC response to UTI 42-1, interest synchronization workpapers 
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Auc 9 2 4; P 

BEFORE THE ARIZONA CORPORATION COMMISSION 

In the Matter of the Application of US West Communications, Inc., a Colorado 
Corporation, for a Hearing to Determine the Earnings of the Company, the Fair 
Value of the Company for Ratemaking Purposes, to Fix a Just and Reasonable 
Rate of Return thereon and to Approve Rate Schedules. 

Docket No: T-01051B-99-0105 

Exhibit of Ben Johnson, Ph.D. 
Witness for  the State of Arizona Residential Utilities Consumer Ofice 
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Competitive Zones 
by Wire Center 

Business - Phoenix ResidencelBusiness - Phoenix 

Bethany- West 
Coldwater 
Foothills 
Ft. McDowell 
Glendale 
Higley 
Laveen 
Maryvale 
Phoenix East 
Phoenix Northeast 
Phoenix Northwest 
Phoenix South 
Queen Creek 
Super Main 
Tolleson 

Cactus 
Chandler Main 
Chandler South 
Chandler West 
Deer Valley North 
Gilbert 
Greenway 
hIcClintock 
hlesa 
Pecos 
Peoria 
Phoenix Main 
Phoenix North 
Phoenix Southeast 
Phoenix West 
Scotrsdale Main 
Shea 
Sunnyslope 
Super West 
Tempe 
Thunderbird 

Residence - Pheonix 

Mid Rivers 
Pinnacle Peak 

Docket NO. T-0 105 I B-99-0 105 
Schedule I 
Page I of I 
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Page I of I 

Business - Tucson 

Cortaro 
Craycoft 
Flowing Wells 
Marana Main 
Rincon 
Tucson-East 
Tucson-Main 
Tucson-North 
Tucson-South 
Tucson-Southeast 

Business - Tucson 

Cortaro 
Craycoft 
Flowing Wells 
Marana Main 
Rincon 
Tucson-East 
Tucson-Main 
Tucson-North 
Tucson-South 
Tucson-Southeast 
Vail-South 
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***Proprietary*** 

Pure TSLRIC Subsidy Analysis 

US WEST - 1999 Revenues 

This schedule contains proprietary information 
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***Proprietary*** 

Subsidy Analysis with Allocations 

US WEST - I999 Revenues 

This schedule contains propritary information. 
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***Proprietary** 

Subsidy Analysis with Multiple Services 

Low Toll Users 

This schedule contains proprietary information. 
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***Proprietary*** 

Subsidy Analysis with Multiple Services 

Mid Toll Users 

This schedule contains proprietary information. 
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***Proprietary*** 

Subsidy Analysis with Multiple Services 

High Toll Users 

This schedule contains proprietary information. 
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***Proprietary*** Recommended Revenue Changes 
Comparison to US WEST Proposed Revenue Changes 

This schedule contains proprietary information. 
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Appendix A, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff, Docket No. T-01051B-99-0105 

Appendix A 

Qualifications 

Present Occupation 

Q. 

A. 

What is your present occupation? 

I am a consulting economist and President of Ben Johnson Associates, 1nc.Q a 

firm of economic and analytic consultants specializing in the area of public utility 

regulation. 

Educational Background 

Q. 
A. 

What is your educational background? 

I graduated with honors from the University of South Florida with a Bachelor of 

Arts degree in Economics in March 1974. I earned a Master of Science degree in 

Economics at Florida State University in September 1977. The title of my 

Master's Thesis is a "A Critique of Economic Theory as Applied to the Regulated 

Firm." Finally, 1 graduated from Florida State University in April 1982 with the 

Ph.D. degree in Economics. The title of my doctoral dissertation is "Executive 

Compensation, Size, Profit, and Cost in the Electric Utility Industry." 

Clients 

Q. 

A 

What types of clients employ your firm? 

Much of our work is performed on behalf of public agencies at every level of 

government involved in utility regulation. These agencies include state regulatory 

commissions, public counsels, attorneys general, and local governments, among 

1 
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Appendix A, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff, Docket No. T-0105 1B-99-0105 

others. We are also employed by various private organizations and firms, both 

regulated and unregulated. The diversity of our clientele is illustrated below. 

Remlatorv Commissions 

Alabama Public Service Commission-Public Staff for Utility Consumer Protection 

Alaska Public Utilities Commission 

Arizona Corporation Commission 

Arkansas Public Service Commission 

Connecticut Department of Public Utility Control 

District of Columbia Public Service Commission 

Idaho Public Utilities Commission 

Idaho State Tax Commission 

Iowa Department of Revenue and Finance 

Kansas State Corporation Commission 

Maine Public Utilities Commission 

Minnesota Department of Public Service 

Missouri Public Service Commission 

National Association of State Utility Consumer Advocates 

Nevada Public Service Commission 

New Hampshire Public Utilities Commission 

North Carolina Utilities Commission-Public Staff 

Oklahoma Corporation Commission 

Ontario Ministry of Culture and Communications 

Staff of the Delaware Public Service Commission 

Staff of the Georgia Public Service Commission 

Texas Public Utilities Commission 

Virginia State Corporation Commission 

Washington Utilities and Transportation Commission 

West Virginia Public Service Commission-Division of Consumer Advocate 

Wisconsin Public Service Commission 
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Wyoming Public Service Commission 

Public Counsels 

Arizona Residential Utility Consumers Office 

Colorado Office of Consumer Counsel 

Colorado Office of Consumer Services 

Connecticut Consumer Counsel 

District of Columbia Office of People's Counsel 

Florida Public Counsel 

Georgia Consumers' Utility Counsel 

Hawaii Division of Consumer Advocacy 

Illinois Small Business Utility Advocate Office 

Indiana Office of the Utility Consumer Counselor 

Iowa Consumer Advocate 

Maryland Office of People's Counsel 

Minnesota Office of Consumer Services 

Missouri Public Counsel 

New Hampshire Consumer Counsel 

Ohio Consumer Counsel 

Pennsylvania Office of Consumer Advocate 

Utah Department of Business Regulation-Committee of Consumer Services 

Attorneys General 

Arkansas Attorney General 

Florida Attorney General-Antitrust Division 

Idaho Attorney General 

Kentucky Attorney General 

Michigan Attorney General 

Minnesota Attorney General 

3 
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Nevada Attorney General's Office of Advocate for Customers of Public Utilities 

South Carolina Attorney General 

Utah Attorney General 

Virginia Attorney General 

Washington Attorney General 

Local Governments 

City of Austin, TX 

City of Corpus Christi, TX 

City of Dallas, TX 

City of El Paso, TX 

City of Galveston, TX 

City of Norfolk, VA 

City of Phoenix, AZ 
City of Richmond, VA 

City of San Antonio, TX 

City of Tucson, AZ 
County of Augusta, VA 

County of Henrico, VA 

County of York, VA 

Town of Ashland, VA 

Town of Blacksburg, VA 

Town of Pecos City, TX 

4 
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Other Government Agencies 

Canada-Department of Communications 

Hillsborough County Property Appraiser 

Provincial Governments of Canada 

Sarasota County Property Appraiser 

State of Florida-Department of General Services 

United States Department of Justice-Antitrust Division 

Utah State Tax Commission 

Regulated Firms 

Alabama Power Company 

Americall LDC, Inc. 

BC Rail 

CommuniGroup 

Florida Association of Concerned Telephone Companies, Inc. 

LDDS Communications, Inc. 

Louisiana/Mississippi Resellers Association 

Madison County Telephone Company 

Montana Power Company 

Mountain View Telephone Company 

Nevada Power Company 

Network I, Inc. 

North Carolina Long Distance Association 

Northern Lights Public Utility 

Otter Tail Power Company 

Pan-Alberta Gas, Ltd. 

Resort Village Utility, Inc. 

South Carolina Long Distance Association 

Stanton Telephone 
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Teleconnect Company 

Tennessee Resellers’ Association 

Westel Telecommunications 

Yelcot Telephone Company, Inc. 

Other Private Organizations 

Arizona Center for Law in the Public Interest 

Black United Fund of New Jersey 

Casco Bank and Trust 

Coalition of Boise Water Customers 

Colorado Energy Advocacy Office 

East Maine Medical Center 

Georgia Legal Services P r o m  

Harris Corporation 

Helca Mining Company 

Idaho Small Timber Companies 

Independent Energy Producers of Idaho 

Interstate Securities Corporation 

J.R. Simplot Company 

Merrill Trust Company 

MICRON Semiconductor, Inc. 

Native American Rights Fund 

PenBay Memorial Hospital 

Rosebud Enterprises, Inc. 

Skokomish Indian Tribe 

State Farm Insurance Company 

Twin Falls Canal Company 

World Center for Birds of Prey 
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1 Prior Experience 

2 

3 Q. 
4 A. 

5 

6 

7 .  

8 

9 

10 Q. 
11 A. 

12 

13 

14 

15 

16 Q. 
17 

18 A. 

19 

20 

21 

22 

23 

24 

25 

26 

Before becoming a consultant, what was your employment experience? 

From August 1975 to September 1977, I held the position of Senior Utility 

Analyst with Office of Public Counsel in Florida. From September 1974 until 

August 1975, I held the position of Economic Analyst with the same office. Prior 

to that time, I was employed by the law firm of Holland and Knight as a corporate 

legal assistant. 

In how many formal utility regulatory proceedings have you been involved? 

As a result of my experience with the Florida Public Counsel and my work as a 

consulting economist, I have been actively involved in approximately 400 

different formal regulatory proceedings concerning electric, telephone, natural 

gas, railroad, and water and sewer utilities. 

Have you done any independent research and analysis in the field of 

regulatory economics? 

Yes, I have undertaken extensive research and analysis of various aspects of 

utility regulation. Many of the resulting reports were prepared for the internal use 

of the Florida Public Counsel. Others were prepared for use by the staff of the 

Florida Legislature and for submission to the Arizona Corporation Commission, 

the Florida Public Service Commission, the Canadian Department of 

Communications, and the Provincial Governments of Canada, among others. In 

addition, as I already mentioned, my Master's thesis concerned the theory of the 

regulated firm. 
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Q. Have you testified previously as an expert witness in the area of public utility 

regulation? 

Yes. I have provided expert testimony on more than 250 occasions in proceedings 

before state courts, federal courts, and regulatory commissions throughout the 

United States and in Canada. I have presented or have pending expert testimony 

before 35 state commissions, the Interstate Commerce Commission, the Federal 

Communications Commission, the District of Columbia Public Service 

Commission, the Alberta, Canada Public Utilities Board, and the Ontario Ministry 

of Culture and Communication. 

A. 

Q. 

A. 

What types of companies have you analyzed? 

My work has involved more than 425 different telephone companies, covering the 

entire spectrum from AT&T Communications to Stanton Telephone, and more 

than 55 different electric utilities ranging in size from Texas Utilities Company to 

Savannah Electric and Power Company. I have also analyzed more than 30 other 

regulated firms, including water, sewer, natural gas, and railroad companies. 

Teaching and Publications 

Q. 
A. 

Have you ever lectured on the subject of regulatory economics? 

Yes, I have lectured to undergraduate classes in economics at Florida State 

University on various subjects related to public utility regulation and economic 

theory. I have also addressed conferences and seminars sponsored by such 

institutions as the National Association of Regulatory Utility Commissioners 

(NARUC), the Marquette University College of Business Administration, the 

Utah Division of Public Utilities and the University of Utah, the Competitive 

Telecommunications Association (COMPTEL), the International Association of 
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Assessing Officers (IAAO), the Michigan State University Institute of Public 

Utilities, the National Association of State Utility Consumer Advocates 

(NASUCA), the Rural Electrification Administration (REA), North Carolina State 

University, and the National Society of Rate of Return Analysts. 

Q. 

A. 

Have you published any articles concerning public utility regulation? 

Yes, I have authored or co-authored the following articles and comments: 

“Attrition: A Problem for Public Utilities-Comment.” Public Utilities 

Fortnightly, March 2, 1978, pp. 32-33. 

“The Attrition Problem: Underlying Causes and Regulatory Solutions.” Public 

Utilities Fortnightly, March 2, 1978, pp. 17-20. 

“The Dilemma in Mixing Competition with Regulation.” Public Utilities 

Fortnightly, February 15, 1979, pp. 15-1 9. 

“Cost Allocations: Limits, Problems, and Alternatives.” Public Utilities 

FortnightZy, December 4, 1980, pp. 33-36. 

“AT&T is Wrong.” The New York Times, February 13, 1982, p. 19. 

“Deregulation and Divestiture in a Changing Telecommunications Industry,” with 

Sharon D. Thomas. Public Utilities Fortnightly, October 14, 1982, pp. 17-22. 

“Is the Debt-Equity Spread Always Positive?” Public Utilities Fortnightly, 

November 25, 1982, pp. 7-8. 
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“Working Capital: An Evaluation of Alternative Approaches.” Electric 

Rate-Making, December 1982/January 1983, pp. 36-39. 

“The Staggers Rail Act of 1980: Deregulation Gone Awry,” with Sharon D. 

Thomas. West Virginia Law Review, Coal Issue 1983, pp. 725-738. 

“Bypassing the FCC: An Alternative Approach to Access Charges.” Public 

Utilities Fortnightly, March 7, 1985, pp. 18-23. 

“On the Results of the Telephone Network’s Demise-Comment,” with Sharon D. 

Thomas. Public Utilities Fortnightly, May 1, 1986, pp. 6-7. 

“Universal Local Access Service Tariffs: An Alternative Approach to Access 

Charges.” In Public Utility Regulation in an Environment of Change, edited by 

Patrick C. Mann and Harry M. Trebing, pp. 63-75. Proceedings of the Institute of 

Public Utilities Seventeenth Annual Conference. East Lansing, Michigan: 

Michigan State University Public Utilities Institute, 1987. 

With E. Ray Canterbery. Review of The Economics of Telecommunications: 

Theory and Policy by John T. Wenders. Southern Economic Journal 54.2 

(October 1987). 

“The Marginal Costs of Subscriber Loops,” A Paper Published in the Proceedings 

of the Symposia on Marginal Cost Techniques for Telephone Services. The 

National Regulatory Research Institute, July 15- 19, 1990 and August 12- 1 6, 1 990. 
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With E. Ray Canterbery and Don Reading. “Cost Savings from Nuclear 

Regulatory Reform: An Econometric Model.” Southern Economic Journal, 

January 1996. 

Professional Memberships 

Q. 

A. 

Do you belong to any professional societies? 

Yes. I am a member of the American Economic Association and the Southern 

Economic Association. 
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Appendix B 

Costing Definitions and Concepts 

Q. 

A. 

Please explain the term “economic cost,” as contrasted with embedded cost. 

The term “cost” is used in different contexts (and by different individuals) with 

different meanings. It is therefore useful to distinguish the accountant’s use of the 

term fkom the economist’s use. 

Accountants are concerned primarily with the proper recording and 

measuring of historical costs based upon a uniform set of rules. They have 

developed a comprehensive system of recording and reporting data about costs, 

which is used by managers, investors, regulators, and economists in carrying out 

their respective jobs. The data, recorded in the books and records of a firm, are 

referred to as “accounting” or “embedded” costs. Accountants have also 

developed various “cost accounting” rules concerning how costs should be 

allocated to various categories. 

Economists, on the other hand, have developed a comprehensive set of 

theories concerning cost, which they use to describe, explain, and predict the 

behavior of firms and individuals (e.g., consumers). The field of economics thus 

provides the underlying theory of costs, while accounting generally supplies most 

of the data that allow this theory to be applied in practice. 

While embedded costs--the accountant’s measure of cost--are quite 

practical, readily available, and fairly consistent from firm to firm, the economist’s 

idea of cost is more useful in analyzing many of the critical decisions made by 

management and government. 

In order to develop an appropriate costing methodology for a 

telecommunications service, it is important to understand both the underlying 
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economic theory (and associated terminology) of cost, and the accountant's 

practical measures of cost (which do not directly correspond to elements of the 

theory). 

Q. Please describe the various types of costs that are frequently analyzed in 

economic cost studies. 

Some of the most fundamental and important types of cost are total cost, variable 

cost, fixed cost, average cost, direct cost, joint cost, common cost, sunk cost, 

marginal cost, incremental cost, embedded cost, and fully allocated cost. Each 

term is applied to a separate and distinct concept; all but the last two are integral 

parts of economic theory. 

A. 

Total cost is the sum of all costs incurred by the firm to produce any given 

level of output--that is, the sum of the firm's variable and fixed costs. 

A fixed cost is invariant with the level of production, thereby not changing 

in the short run. Such costs must be paid regardless of how much the firm 

produces, or whether it produces at all, as long as the firm does not 

withdraw the factors of production entirely from the m&ket by, for 

instance, selling its assets. 

A variable cost changes directly (but not necessarily proportionately) with 

the level of production. The sum of the firm's fixed and variable costs 

equals its total cost of production. 

2 



e 
e 
e 
e 
e 
e 

e 
e 
e 
e 
e 
e 
0 

e 
e 
e 
e 
e 
e 

e 
e 
0 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
a 

e 
0 
e 

e 

e 

e 

e 

‘ e  

~* 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Appendix B, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff, Docket No. T-0 105 1 B-99-0 105 

Average total cost is the total cost of producing a given quantity of 

output, divided by the total number of units produced. 

Average fixed cost is the summation of all fixed costs of producing a 

given quantity of output, divided by the total number of units .produced. 

Average variable cost is the summation of all variable costs of producing 

a given quantity of output, divided by the total number of units produced. 

Sunk costs have already been incurred, are considered irretrievable, and 

are thus irrelevant to current decisions, because they cannot be avoided 

regardless of the Course of action selected. Although sunk costs are a 

major component of the total costs recorded on a firm’s books, they are 

excluded in the context of economic costs. Hence, sunk costs have no 

impact on total, average or marginal costs--when these economic concepts 

are properly applied. 

Marginal cost is the change in total cost resulting fiom an extremely 

small change in output. In mathematical terms, marginal cost is the first 

derivative of the total cost function with respect to output, assuming the 

cost function is continuous and smooth. Unlike average cost, marginal cost 

is not influenced by fixed costs. Marginal cost is affected only by variable 

costs. In practical applications, the cost function is not necessarily smooth 

or continuous. Accordingly, it is sometimes necessary to estimate the rate 

of change in cost over a discrete interval, using smoothing or averaging 

techniques. Nevertheless, when properly applied, marginal cost focuses on 
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the effect of very small changes in output occurring at the point in the total 

cost curve where the firm is operating and decisions are being made. 

Incremental cost is the change in total cost associated with a specified 

increase or decrease in output. Typically, incremental costs are reported on 

a per unit basis, and thus the change in total cost is divided by the number 

of units specified. In mathematical terms, incremental cost equals total 

cost assuming the increment is produced, minus total cost assuming the 

increment is not produced, (divided by the number of units in the 

increment). While marginal cost is always calculated with reference to a 

very small incremental change in output, the more generic term 

incremental cost can also be used in contexts where a very large output 

change is contemplated. 

In firms that produce a variety of different products or services (multi- 

product firms) some additional distinctions are important. Each of these concepts 

can apply to total and average costs, including both fixed and variable 

components . 

A direct cost can be specifically attributed to the production of an 

individual service or product, without requiring the use of allocations to 

separate it from costs incurred in the production of other services or 

products. 

Common costs are incurred when production processes yield two or more 

outputs. They are often common to the entire output of the firm but can be 
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common to just some of the outputs produced by the firm. An increase in 

production of any one good will tend to increase the level of common 

costs; however, the increase will not necessarily be proportional. The costs 

of producing several products within a single firm may be less than the 

sum of the analogous costs that would be incurred if each of the products 

were produced separately. 

A joint cost is a specific type of common cost--one incurred when 

production processes yield two or more outputs in fixed proportions. Put 

another way, once joint costs are incurred to provide one product or 

service, they are costlessly available to provide one or more other products 

or services as well. A classic example arises in the joint production of 

leather and beef. Although cattle feed is a necessary input for the 

production of both gloves and hamburgers, there is no economically 

meaningful way to separate out the feed costs that are required to produce 

each. If the quantity of leather and beef is reduced, there will be a savings 

in the amount of cattle feeding costs, but it is impossible to say how much 

of this change in cost results fiom the change in the quantity of leather and 

how much fiom the change in the quantity of beef 

An allocated cost is a joint or common cost that has been divided among 

the firm's different customers or products, in accordance with a particular 

formula or the judgments of a cost analyst. 

Fully allocated costs are the summation of direct and allocated costs for a 

customer, customer class, product, or product group, developed in a cost 

5 



e 

a 
e 
a 

a 
e 
e 
a 
a 
a 
e 
0 
e 
e 
0 

a 

a 
e 
a 
a 
0 
a 
e 
e 
e 
o 

a 

a 
e 

e 

a 

~: 
e 
e 
a 

a 
e 
0 

e 
a 
e 
e 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Appendix B, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff, Docket No. T-0105 1B-99-0105 

study in which none of the firm's joint and common costs are left 

unallocated. Fully allocated costs are often referred to as fully distributed 

costs. 

Q. 

A. 

What is the relevance of this long list of cost definitions? 

Often, when significantly different cost estimates are presented to a regulatory 

commission, these differences can be traced in part to fundamentally different 

definitions of cost; perhaps one analyst has estimated average cost while the other 

has estimated marginal cost (though both may appear on the surface to be 

estimates of the same thing). In understanding the differences between various 

cost estimates, it is also helpful to appreciate the theoretical distinctions between 

specific types of cost, such as joint, common, fixed, variable, and sunk costs. 

Q. Could you please explain the difference between embedded direct and fully 

allocated embedded cost studies? 

These studies are quite similar in some regards. They both reflect accounting costs 

(i.e., the costs recorded on the books of the utility), rather than economic costs. 

They typically focus on broad categories of service rather than on individual 

services. For instance, the study might show the cost of local, intrastate toll, 

interstate access, private line, and miscellaneous services. Generally, it would not 

show the cost of individual products or services within those broad categories 

(e.g., a specific optional toll calling plan) or of specific pricing elements (e.g., 

daytime message toll calls spanning 25 miles). 

A. 

The procedures used in developing both embedded direct and fully 

allocated studies are also quite similar. In both cases the analyst works with costs 
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from the firm's accounting records and attempts to attribute these costs to specific 

categories of service. 

The distinguishing feature of these two types of studies is their respective 

treatment of joint and common costs. Because of the savings that arise when 

multiple goods are produced collectively, joint and common costs cannot be 

meaningfully attributed to any single product or market. Differences in the way 

joint and common costs are analyzed largely explains the difference between 

embedded direct and fully allocated costs (as well as differences between 

particular fully allocated cost studies). 

Properly conducted, an embedded direct study will assign only those costs 

that can be directly traced to a particular service category. Joint and common costs 

will be left unassigned, typically as one or more lump sum amounts. In fully 

allocated studies, however, no costs are left unassigned. The joint and common 

costs of production are allocated to the various categories of service under study, 

using various formulas that reflect relative usage or other factors. 

The most widespread embedded direct study used in telecommunications 

was previously called the Embedded Direct Analysis (EDA). It was developed by 

AT&T and conducted annually by most Bell operating companies (BOCs) prior to 

their divestiture from AT&T. The EDA showed the direct embedded costs 

associated with such categories as local exchange, intrastate and interstate private 

line, intrastate and interstate toll, and various miscellaneous supplemental services 

offered by the local BOCs. It was often presented in rate design proceedings to 

show the costhate relationships among these major service groups. 
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Q. 

A. 

Would you please explain more fully the concept of marginal cost? 

Marginal cost is one of the most important concepts in standard microeconomic 

theory. It focuses attention not on the total level of cost, nor the average level of 

cost (concepts that are often more familiar to non-economists) but rather on the 

change in costs that occurs as the volume of output is increased or decreased. 

Marginal cost is defined as the change in the total cost of production 

resulting from an extremely small change (upward or downward) in the level of 

output. To be strictly technical about it, marginal cost is the first derivative of the 

total cost function with respect to output. It can be recognized at once that the 

minimal measurable change can be extremely small--one more milliwatt of 

electricity, one more drop of water, one more cubic foot of natural gas, one more 

second of calling duration, or one more local loop. And, when dealing with the 

pure theoretical concept (as measured by the first derivative) marginal cost is 

defined as the rate of change in total cost as volume changes by an even smaller 

amount--an infinitesimally small amount. 

Q. Are there practical problems with estimating marginal cost since the rate of 

change involves extremely small quantities, but manufacturing and 

engineering practices involve relatively large quantities or “lumps”? 

Yes. In attempting to estimate marginal costs, the analyst often encounters 

practical difficulties when the measurements are directly calculated at the smallest 

possible level. Accordingly, most practical estimates of marginal cost are based at 

least in part on a slightly larger increment of output than what is envisioned in 

economic theory. 

A. 

A marginal cost study will typically measure the average rate of change in 

total cost acrossa moderate size incremental change in output. For instance, the 
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analyst might determine what happens to total cost as output is varied in a range 

from 90% to 95% to 100% to 105% to 110% of current production. Then, the 

analyst will average or smooth the results, in order to estimate the rate of change 

in cost which is occurring within this limited range. 

While our theoretical objective is to estimate the cost of adding one more 

call, one more minute of use, or one more loop, in practice these are not large 

enough increments to provide reliable results, if calculated directly. Because 

various components of the technology can only be obtained in specific sizes or 

lumps (e.g. 50 or 100 pair cable is manufactured, but not 63 pair and 64 pair), if 

one directly checks the change in total cost as one more call is placed, or one more 

loop is added to the network, the result will generally be zero (and occasionally 

will be a very large number). In order to overcome this sort of "lumpiness" and for 

other practical reasons, the analysis must necessarily include some degree of 

smoothing, or averaging, of the cost data over a slightly larger volume of loops 

(such as the entire range from 50 to 100). 

Accordingly, the marginal cost of a local loop will actually be figured as 

the additional cost of a modest increment of investment divided by the number of 

loops encompassed by that investment (e.g., if 300 more loops can be added for 

$3,000, the cost per loop is $10). The precise size of the increment being studied 

is a matter of judgment, taking into account the lumpiness of the various 

components of the service. In turn, these characteristics depend upon the 

particular technology being used, and the manufacturing practices of the suppliers 

of that technology. For instance, assume that copper wires are manufactured in 

cables of 25,50, 100,300,600,900, 1200, and 2400 pairs. Under these 

circumstances, any attempt to measure the increase in cost associated with a 

change from 723 to 724 pairs will be fraught with difficulty. One solution is to 
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focus on the entire increment from 600 to 900 pairs. For instance, one can take the 

difference in cost between the 600 pair cable and the 900 pair cable, and divide by 

the change in the number of pairs (300). The resulting cost per pair is the 

(approximate, or smoothed) marginal cost per pair within this range. 

Q. Can you provide an abbreviated explanation of how marginal costs can 

properly be estimated in practice? 

One approach to marginal costing is to measure the change in the total cost of an 

individual cost component as its quantity is varied by small finite increments well 

beyond the zero range. The marginal cost of this particular component can later be 

added to the marginal cost of other components, in a "building block" fashion, in 

order to derive an estimate of the marginal cost of a particular service. 

A. 

Alternatively, one can build a model of the cost function, whereby it 

become feasible to first estimate the total cost of providing an assumed quantity of 

service (A), then estimate the total cost of providing a slightly different quantity 

of service (B), and then divide the cost difference by the change in the number of 

units (C). That is, (B-A)/C. Due to lumpiness, it may be necessary to repeat this 

process for a series of small increments (e.g. 1 % or 5% variations in output), then 

average or smooth the data, in order to produce a reliable estimate of marginal 

cost. 

No matter how elaborate the cost models, or how complex the study, the 

final result should generally be consistent with this basic concept of marginal 

cost; otherwise, the results cannot properly be considered an estimate of marginal 

cost. To the extent the model greatly deviates from this basic concept, the results 

cannot properly be considered an indication of marginal cost. If the model fails to 
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distinguish between small changes in the rate of output and extremely large 

increments of output, the results cannot properly be described as “marginal cost.” 

Using the feededdistribution cable for local loop on a specified route as an 

example, one might estimate the cost of installing sufficient feeder/distribution 

cable to meet projected future demand. Then, one might calculate the cost of a 

larger amount of cable along the same route which is sufficient to handle 105% of 

the projected future demand. The difference in these two costs would then be 

divided by the 5% difference in the number of loops under the two scenarios, to 

derive the marginal cost associated with a slightly larger volume of output. 

Other approaches would also be reasonable; for instance, one could again 

start with the projected future level of demand along a particular route, then vary 

this downward by estimating the cost of serving 95% of the projected demand. 

Presumably, this would result in a smaller amount of cable being required, and 

thus a smaller level of cost. The difference in cost divided by the difference in the 

number of loops would equal the estimated marginal cost. 

However, if the analyst considers the change in total cost associated with 

adding or deleting the route in its entirety, the resulting cost. figure will have little 

or no resemblance to marginal cost. While such a cost estimate could arguably be 

described as a form of “incremental cost” (where the increment in question is the 

particular route, or the customers located along this route), it will not approximate 

marginal cost. To the contrary, the computed figure is likely to be very similar to 

average total cost. 

11 



a 
a 
a 
a 
a 
a 
a 
a 

a 
a 
a 
a 
a 
a 
a 
a 
a 
a 
a 
a 
a 
a 
a 

a 
a 
a 
a 
~a 
a 
a 
a 
a 
a 
a 
a 
a 
a 

(b 

e 

* 
Q 

e 

e 
0 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

Appendix B, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff, Docket No. T-0 105 1 B-99-0 105 

Q. Earlier, you explained that due to lumpiness, data smoothing or averaging of 

the data may be necessary. Doesn't that suggest that the marginal cost 

estimate will actually be the same as average cost? 

Not if the analysis is handled properly. While some averaging is necessary, 

because of the necessity of working with data for a range of output greater than a 

single loop, it is vitally important not to move to the opposite extreme. If the study 

focuses on a very large increment of output, the results will not provide a reliable 

approximation of marginal cost. Most significantly, if the study is to provide an 

estimate of marginal cost, it must not encompass the change in costs as output 

increases from zero. If it does, the study will greatly deviate from the theoretical 

definition of marginal cost, and the results will be completely unreliable for any 

purpose where an estimate of marginal cost is desired. In fact, if the study 

analyzes the change in cost as volume increases from zero to the total amount of 

output, the study will tend to approximate average total cost, rather than marginal 

cost. This is what occurs in the example mentioned previously, where the entire 

cost of placing a feeder and distribution cable is considered, rather than the rate of 

change in this cost, as the size of the cable is varied. 

A. 

For most purposes close approximations of marginal cost are far more 

useful than average total cost. Parenthetically, it should be noted that with 

relatively little additional effort a study designed to calculate marginal cost can be 

expanded to derive estimates of average cost, as well. 
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Q. Would you please discuss fned and sunk costs, as they relate to marginal and 

incremental costs? 

Fixed costs are simply those elements of the firm's total cost which do not 

increase as the volume of output increases. The difference between fixed costs and 

sunk costs is that the former can be reduced or eliminated if the firm is willing to 

exit the market entirely (e.g., by converting its equipment over to another 

purpose). In contrast, sunk costs cannot be avoided or changed even by 

discontinuing production entirely; thus, they are considered irrelevant for most 

economic decisions. A simple example of a fixed cost is the cost of owning a 

factory building; as long as the building is in use as a factory, its costs are 

unavoidable (and they do not vary with the volume of output produced by the 

factory). However, if the firm discontinues production, and sells the building to 

someone who converts it to another use, it will avoid the costs of ownership. 

A. 

Hence, the cost is fixed, but it is not sunk because the building can be readily 

converted to another purpose. 

A simple example of a sunk cost is the cost of writing a novel. Once this 

cost is incurred, it cannot be avoided, reduced, or eliminated, regardless of 

whether or not the novel is published, or how many copies are sold. Stated another 

way, sunk costs are irretrievable once the decision to incur them is implemented. 

From that time forward, they are completely irrelevant to any pricing, production, 

or other economic decisions that must be made. 

In telecommunications, the cost of installing buried copper cable is a sunk 

cost: once the cable is in place, no future decision will alter those installation 

costs, or allow them to be not incurred. If the company is able to salvage some of 

the material involved, the salvageable portion of the cable cost is considered 
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fixed, but not sunk. However, the labor needed to engineer and install the facilities 

is irretrievable. Therefore, once the labor costs of installation have been incurred, 

they are irrelevant to future decisions about the appropriate price level for the 

service or services that utilize the cable. 

In the calculation of marginal or incremental cost, fixed and sunk costs are 

canceled out in the computations. This is one of the most distinctive attributes of 

the economist's concept of marginal cost, setting this concept apart from more 

conventional notions of average or total cost. The reason for this distinctive 

treatment is straightforward: since fixed and sunk costs do not change with the 

volume of output, they have no direct impact on the level of marginal cost, which 

is the change in total cost associated with a change in output. 

Economic theory suggests that marginal costs are of particular importance 

in establishing prices, and thus fixed and sunk costs are of little or no relevance to 

pricing decisions. More specifically, economic theory demonstrates that since 

sunk costs are unavoidable, they are irrelevant to pricing decisions. Fixed costs 

are also irrelevant, to the extent the firm intends to continue in operation, and thus 

cannot avoid the costs in question. For decisions concerning whether or not to 

continue in operation (or whether or not to enter a market, or to produce a 

particular product or service) fixed costs can be significant, and must be 

considered, if those decisions determine whether or not the fixed costs in question 

will be incurred. For instance, if an entire factory can be sold or rented to someone 

else if a particular product line is discontinued, then the fixed cost of the factory 

must be considered in evaluating whether or not to continue to sell the product in 

question. But, once the decision to incur fixed costs is made, these costs do not 

directly affect the level of marginal cost, and thus fixed costs are largely irrelevant 

to pricing decisions. Hence, if the firm decides to continue to produce the item in 
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question, the fixed costs of the factory should not influence the decisions it makes 

concerning the optimal price of that product. Thus, for example, it should focus on 

marginal cost data for pricing purposes (because this excludes the fixed costs) 

rather than average total cost (which includes fixed costs). 

Q. 

A. 

Please explain the concept of the "run." 

The "run" is crucially important in determining the level of marginal cost, because 

the "run" determines the extent to which costs are fixed or variable. 

Mathematically, the costs of fixed inputs are canceled in the calculation of 

marginal or incremental cost. Put another way, since marginal cost is the change 

in cost associated with a change in output, those elements of cost which remain 

fixed as output varies will have no direct impact on marginal cost. 

Thus it is very important in any marginal cost study to know which inputs 

are considered fixed (or sunk) and which are considered variable. To a large 

extent this is a function of the particular planning horizon, or "run" which is 

selected by the analyst. In fact, the same item may be considered variable in the 

"long run" but fixed in the "short run." 

Q. 
A. 

What is the "short run"? 

In the short run, while some inputs are variable, most inputs, particularly the size 

and mix of the firm's plant and equipment, are considered fixed. They do not vary 

with the level of output. These fixed costs continue even in the event of zero 

output, unless the stoppage is of a permanent nature, such as the liquidation of 

assets and concomitant obligations. In contrast, variable costs increase as output 

increases (although not necessarily proportionately) and decline as output is 

reduced. Among the costs generally considered variable are materials and labor, 
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as well as any equipment that can quickly and easily be installed and removed or 

that is readily reusable for other purposes. 

The short run thus corresponds fairly closely to the world in which a firm 

operates on a day-to-day basis. Managers realize that they have existing facilities. 

These facilities are taken as a given and only rarely is consideration given to the 

possibility of selling, abandoning, or dismantling these facilities. The variations in 

cost that are of particular interest are those corresponding to the routine 

operational modifications that the firm can readily implement in response to 

changes in demand, given the existing facilities. 

Q. 

A. 

What is the concept of the "long run"? 

The long run is a more abstract concept: a theoretical planning horizon where 

most inputs are variable, including the scale and type of plant used by the firm. A 

cost which is considered fixed in the short run may be regarded as variable under 

a long-run planning horizon. When considering long run production decisions, the 

firm can analyze virtually any size of plant and mix of inputs (e.g., copper vs. 

fiber)--a luxury not available in the short run. With this greater flexibility, it is 

often feasible to produce additional output at a lower total cost in the long run 

than is possible in the short run, where fewer options are open. For a firm that 

already has a heavy commitment to certain technologies, the long run may be 

somewhat less relevant than the short run. Conversely, to a competitor 

considering whether or not to enter a particular market, the long-run planning 

horizon is more relevant than the short run. 

Some people make the mistake of basing the distinction between long run 

and short run on calendar time. While there is some correlation between the 

passage of time and the degree to which an input is fixed or variable, the concepts 
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are not identical and should not be confused. Rather, it is the extent to which the 

firm has flexibility in selecting and operating its plant and equipment which really 

determines this distinction. For a firm which has not yet entered the industry, the 

long run planning horizon, and associated cost curves, are of primary relevance. In 

contrast, for many decisions concerning a firm that is already operating in the 

industry, a short run planning horizon is likely to be of particular interest, since 

this will reflect various past investment decisions, which can be taken as given. 

Q. Wouid you please discuss incremental cost, and how this concept differs from 

marginal cost? 

While marginal cost has a very precise meaning in economic theory, incremental 

cost is a much broader concept, which encompasses a wide variety of different 

cost calculations. Thus, when dealing with incremental cost figures, it is critically 

important to determine what type of cost is being measured. 

A. 

At one end of the spectrum of possibilities, incremental cost is sometimes 

viewed as a close approximation to marginal cost. This may be the case, for 

example, if a small increment is studied in the immediate vicinity of the current 

volume of production. For instance, if one calculates the total cost of producing 

the existing volume of output, then calculates the total cost of producing 105% of 

this volume, then subtracts the former amount from the latter and divides by the 

5% change in the number of units, the result will be the incremental cost per unit 

associated with a 5% increase in volume. Depending upon the nature of the cost 

function, this incremental cost may be a very close approximation of the 

"average" level of marginal cost which occurs over this narrow range (from 100% 

to 105% of the existing production level). 
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Q- 

A. 

At the other end of the spectrum, if the increment encompasses the entire 

range from zero to the total volume being produced, then the incremental cost will 

be equal to average total cost (and it will have little or no resemblance to marginal 

cost). 

Have specific terms been developed, which describe various types of 

incremental cost? 

Yes. In regulatory proceedings in other jurisdictions where telecommunications 

cost methodologies have been discussed, it became apparent that it was confusing 

to use the same term, "incremental cost," to describe a wide variety of different 

cost concepts. Accordingly, an effort was made by various experts to distinguish 

the various different concepts, and agree upon specific terminology to describe 

each concept. 

This effort to reach a consensus concerning appropriate terminology was 

reflected in an opinion and order issued by the Colorado Public Service 

Commission after a comprehensive investigation of costing and pricing issues as 

they related to the telephone industry, in Docket No. 92R-596T. This order 

outlines four distinct definitions of incremental cost. While some of these 

distinctions are fairly subtle, without this sort of clear terminology and careful 

thinking, a lot of the legitimate controversy is lost in a sea of confusion. The most 

general definition reads as follows: 

Total Incremental Cost. The change in total cost resulting 
from an increase or decrease in output. In mathematical 
terms, total incremental cost equals total cost assuming the 
increment is produced, minus total cost assuming the 
increment is not produced. [Decision No. C93-443, Public 
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Utilities Commission of Colorado, Docket No. 92R-596T, 
P-7.1 

The type of incremental cost which was preferred by some of the 

telephone industry witnesses in the Colorado proceeding is called Total Service 

Long Run Incremental Cost (TSLRIC), and is defined as follows: 

Total Service Long Run Incremental Cost. Total service 
long run incremental cost is equal to the firm's total cost of 
producing all of its services assuming the service (or group 
of services) in question is offered minus the firm's total cost 
of producing all of its services excluding the service (or 
group of services) in question. [Ibid.] 

The Colorado order includes an extended discussion of the TSLRIC 

method, including the following explanations: 

Total service long run incremental cost includes both fixed 
and variable costs specific to the service (or group of 
services) in question. 

The total service long run incremental cost for a group of 
services is at least equal to the sum of the total service long 
run incremental costs of the individual services within the 
group. If  the total service long run incremental cost for the 
group is greater that this sum, the difference is equal to the 
shared costs attributable to the group of services. In other 
words, these, shared costs are part of the total service long 
run incremental cost to the group but are not part of the 
total service long run incremental cost of any individual 
service within the group. [Ibid. p. 7-8.1 

The Colorado decision includes another definition which essentially, 

restates the TSLRIC on a per-unit basis (e.g., per loop or per minute): 
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Q. 

A. 

Average Service Long-run Incremental Cost. The total 
service long-run incremental cost divided by the total 
number of units of the service. [Ibid. p. 2.1 

Neither the TSLFUC nor the ASLRIC approximates marginal cost. That 

theoretical cost concept is most closely approximated by the Incremental Service 

Incremental Cost (ISIC), which is described in the Colorado decision as follows: 

Incremental Service Incremental Cost. The change in 
total cost resulting form increasing (or decreasing) the 
quantity of output of a service by a small number of units, 
divided by that small number. If the cost function is 
smooth and the increment is sufficiently small, incremental 
service cost will approximate marginal cost. [Ibid. p. 4.1 

Please discuss total service incremental cost and the related concept of 

average service incremental cost. 

The "total service incremental cost" has been advanced by various telephone 

industry costing experts as the most appropriate type of incremental cost for use in 

evaluating price levels for certain services. [Richard D. Emmerson, "Theoretical 

Foundation of Network Costs," INDETEC, Marginal Cost Techniques for 

Telephone Services: Synuosium Proceedings, p. 149.1 Total service incremental 

cost has been defined as "the change in total cost resulting from adding the entire 

amount of service or output to the company's total output with the levels of output 

for all other services remaining constant." [Alfred Kahn, The Economics of 

Regulation: Principles and Institutions, (New York, John Wiley and Sons, Inc., 

1970, Volume 1 .] 
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If the purpose is not to establish specific prices or test for subsidies, but 

rather to determine whether or not an entire service should be offered (added or 

discontinued), then the "Total Service Incremental Cost" (TSIC) may be 

particularly useful. Thus, for example, if the firm (or regulators) are trying to 

determine whether or not it is profitable for the firm to offer voice mail service, 

the TSIC of voice mail service would be compared with the corresponding total 

incremental revenues that would be received from this service; if the costs exceed 

the revenues, entry into voice mail business would not appear to be appropriate. In 

contrast, if one is trying to decide what price to charge for a specific tariff item, 

and there is no question about whether or not the service will be offered, then the 

TSIC would not be especially useful. As a general principal, where pricing is the 

focus of interest, the more appropriate measure of cost is likely to be the 

"incremental service incremental cost," because this measure can provide a close 

approximation to marginal cost, if it is properly estimated. 

Q. Would you please describe some of the problems which are often associated 

with incremental or marginal cost studies? 

The most serious problem is that many of these studies do not estimate any 

precise, readily identifiable version of incremental cost, such as marginal cost or 

total service incremental cost. To the contrary, despite being labeled "incremental 

cost," these studies often contain a hybrid mixture of different costing concepts. 

A. 

For instance, some cost studies focus at least in part on current 

reproduction costs (the cost today of reproducing the existing mix of facilities), 

despite being labeled as "forward looking." In that case, they may be greatly 

overstated, since they reflect all the increases resulting from inflation without 

reflecting the offsetting decreases resulting from technological improvements. 
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Sometimes, studies provided by telephone utilities include an amalgamation of 

embedded, reproduction, and forward-looking costs, blended together and 

computed on an average cost basis--despite being labeled "incremental cost." 

To the extent such studies are focused on incremental costs at all, the 

increment is usually so large that it encompasses everything fiom quantity zero 

through the entire existing output (or beyond). Hence, such studies actually 

measure average costs, not marginal cost. The essence of marginalism is that it 

focuses on the cutting edge, or margin of decision-making, rather than the total 

cost of production. For an incremental cost study to provide a useful 

approximation of marginal costs, the increment studied must be reasonably small, 

must assume some volume of production exists in any event. To be sure, if one is 

interested in knowing whether the total increase to revenues resulting fiom a new 

service will exceed the total increase to cost, some version of total service 

incremental cost may be of interest. Even in that case, however, the study should 

assume all other services are provided in any event, and thus the only costs being 

studied should be those which change as this particular service is added to the mix 

offered by the firm. If one is interested in pricing decisions as they relate to 

economic efficiency or profit maximization, the total service is often too large an 

increment to be useful. Rather, one needs to look at a much smaller volume of 

output--coming closer to the pure theoretical definition of marginal cost. 

Likewise, marginal cost information is useful in determining the presence 

or absence of subsidies. While the term "subsidy" is often used loosely to describe 

any situation in which a service appears to be priced below cost, under the 

economic definition a service is said to be subsidized only if its price is below a 

relevant measure of marginal or incremental cost. When speaking of whether or 

not a particular item is subsidized (e.g., local service purchased by residential 

22 



e 
e 
e 
e 
e 
e 

e 
a 

* 
a 
0 
e 
e 

e 
e 

e 
e 
e 
e 
e 
e 
e 
e 
e 

e 
e 
e 
e 
e 

e 
e 
e 
e 
e 
e 
e 
e 
e 

e 

a 

a 

0 

e 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Appendix B, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff. Docket No. T-0 105 1 B-99-0 105 

customers who could not afford to pay a higher price, and thus would othem 

not be on the system), the "Incremental Service Incremental Cost" is the rele 

test for a subsidy. However, when analyzing whether or not an entire categor 

service is being subsidized in totality (e.g., basic local service as a whole), tl 

Total Service Incremental Cost is generally the appropriate test for a subsidy 

Even in the latter case, the analysis should assume that all other services (e.g 

and custom calling) continue to be offered, and thus the relevant incremental 

excludes those costs which would be incurred in providing these other servic 

any event. 

Q. 

A. 

Q* 
A. 

Are TSLRIC studies relevant for purposes of "rate rebalancing" and 

universal service rate investigations, where claims of uneconomic subsidi 

have been made? 

Certainly. Properly conducted TSLRIC studies are entirely appropriate for th 

purpose. This type of study can provide a useful supplement to, or substitute 

fully allocated cost study. 

What is the proper treatment of joint costs in a TSLRIC study? 

In a pure TSLRIC or TSIC approach, joint costs would be excluded, since those 

costs are necessary for the production of the other services and would still be 

incurred in the total absence of the service in question. However, since this claim 

can equally well be made for every other service offered by the firm, it is clear 

that the application of TSLRIC studies to issues of cost recovery and pricing will 

ultimately entail some sort of allocation process, similar to the treatment of costs 

in a fully allocated cost study, or else it will generally be necessary to provide 

markups above TSLRIC in developing prices that are sufficient to ensure recovery 
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of the firm's joint costs. Similarly, if the analyst excludes common costs from the 

TSLRIC study, it should be understood that recovery of these costs will require 

application of a markup above TSLRIC for pricing purposes, or it will be 

necessary to add an allocated share of common costs to the pure TSLRIC results. 

Q. The FCC has concluded that the appropriate costing method to use in pricing 

unbundled network elements is TELRIC. What is this cost concept? 

In its Interconnection Order, the FCC developed its own variation on the TSLRIC 

approach to costing. The FCC coined the term TELRIC (total element long run 

incremental cost) to describe the method of economic cost calculation it believes 

is most appropriate. 

A. 

Overview. Having concluded in Section II.D., above, that we have 
the requisite legal authority and that we should establish national 
pricing rules, we conclude here that prices for interconnection and 
unbundled elements pursuant to sections 25 1 (c)(2), 25 1 (c)(3), and 
252(d)( l), should be set at forward-looking long-run economic 
cost. In practice, this will mean that prices are based on the 
TSLRIC of the network element, which we will call Total Element 
Long Run Incremental Cost (TELRIC), and will include a 
reasonable allocation of forward-looking joint and common costs. 
The 1996 Act encourages competition by removing barriers to 
entry and providing an opportunity for potential new entrants to 
purchase unbundled incumbent LEC network elements to compete 
efficiently to provide local exchange services. We believe that the 
prices that potential entrants pay for these elements should reflect 
forward-looking economic costs in order to encourage efficient 
levels of investment and entry.[Id., 7672.1 

By coining its own term, TELRIC, the FCC has highlighted certain 

distinctions between its approach to costing network elements and the TSLRIC 

concept as it has generally been applied to telecommunications services. First, in 
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its Order, the FCC required that certain shared or common costs be included in 

TELRIC, even if they do not vary with the presence or absence of the element in 

question. Since the FCC's requirements in this regard are not consistent with the 

standard definition of TSLRIC in its pure form, by coining a distinct term 

(TELRIC), the FCC has avoided some potential confusion in this regard. Second, 

when the TSLRIC concept is applied to elements (rather than services), the 

magnitude of the joint and common cost problem tends to be reduced, for reasons 

I will explain below. Here again, by coining a separate term, the FCC has avoided 

confusion concerning this issue. 

TELRIC and TSLRIC are identical in one respect: they are both long-run 

economic cost concepts. The long run is a theoretical in which all, or nearly all, 

inputs are variable, including the scale and type of plant used by the firm. 

Q. Do you think it is reasonable to price telecommunication services and 

unbundled network elements on the basis of TSLRIC and TELRIC? 
Yes. The long run is a very useful concept that provides an appropriate foundation 

for pricing decisions. When properly implemented, it yields cost estimates that 

have certain well understood and important qualities. While the 1996 Telecom 

Act does not mandate the use of long-run economic cost data, I think it is 

reasonable to use this type of cost estimate in pricing unbundled network 

elements, as recommended by the FCC. Properly implemented, both TSLRIC and 

TELRIC provide practical and highly relevant measures of cost that can be very 

useful in dealing with telecommunications pricing issues during the transition to a 

more competitive industry. 

A. 
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Appendix C 

Joint and Common Costs 

Q. 
A. 

Would you please explain joint and common costs in greater detail? 

Certainly. A firm that produces a single product sold in a single market incurs only direct 

costs. These include capital costs (cost of money, depreciation, income taxes) and all 

expenses exclusively attributable to a specific product or service. However, when the 

firm is engaged in producing multiple products or serving multiple markets, it normally 

also incurs joint and/or common costs. 

The term “common costs” is used by economists to describe costs that are 

incurred in production of multiple products or services, and which are not directly 

attributable to a single service. Typical examples of common costs include salaries and 

other costs of the firm’s upper level executives, regulatory and legal expenses, and audit 

expenses. The term “shared” costs is sometimes used to describe joint and common costs 

without distinguishing between these two terms. Joint costs are a particular type of 

common cost-those incurred when production facilities simultaneously serve two or more 

markets (or produce two or more products) in fixed proportions. Because proportions are 

fixed, it is impossible for the firm to increase or decrease the amount of output or capacity 

available to serve one market without changing in the same proportion and in the same 

direction the output or capacity available for another market. Consequently, joint costs 

vary in proportion to the total available output of the joint production process, not the 

output of the individual joint products. 

Joint production functions (and joint costs) have traditionally been defined by 

economists based upon “fixed proportions.” However, this can lead to confusion, since it 

is difficult to find perfect examples of joint costs. There are few production processes 

which exhibit absolute fixity of proportion, except, perhaps, at intermediate stages of 
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production. In the Handbook of Industrial Organization, a standard reference work edited 

by Schmalensee and Willig, in an article entitled “Technological Determinants of Firm 

and Industry Structure,” Dr. John C. Panzar explains joint costs in a cogent, and more 

intuitive, manner. He explains that joint costs arise when there are production factors that 

“once acquired for use in producing one good ... are costlessly available for use in the 

production of others.” Handbook at 17. This alternative definition clearly fits the 

familiar example of the joint production of beef and hides. Once the decision is made to 

produce more beef, the cattle feed used in fulfilling this process will costlessly also 

produce hides. 

Q. 

A. 

How are joint and common costs recovered in competitive markets? 

To the extent common costs vary with output of individual services, they are recovered in 

the same manner as direct costs--they directly affect the marginal cost of producing each 

service, and thus directly influence prices. (In competitive markets, prices tend to be 

most closely related to marginal cost). To the extent common costs do not vary with 

output of individual services (as is the case with joint costs), they have no impact on 

marginal cost, and thus do not directly determine prices in competitive markets. 

Nevertheless, purchasers of each of the joint products bear some share of the joint and 

common costs. The relative shares are not determined by arbitrary allocations of the 

costs, but rather by the relative strength of demand in the various markets. Stated another 

way, in competitive markets, each product is priced to maximize the contribution to the 

joint and common costs, within the constraints imposed by the product’s demand. 

Consider the example of beef and hides, which are classic examples of joint 

products which occur at an intermediate stage of production. Leather coat buyers will 

obviously not be required to shoulder 100 percent of the feed costs, and consumers of 

beef none of these costs. Nor will the opposite occur. Since there is a considerable 

demand for both products, both will pay a share of the joint costs. The portion of the 
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joint costs of cattle production which is recovered from consumers of leather goods will 

depend on the amount they are willing to pay for leather; this is limited by the availability 

and price of substitutes (e.g. vinyl), income constraints, and other demand-related factors. 

Similarly, the amount of cattle production costs which is recovered from meat consumers 

depends upon how much they are willing to pay for hamburgers and steak; this is 

constrained by the relative popularity and price of substitutes, such as chicken and pork, 

as well as other factors (e.g. income). 

To reiterate, in competitive markets joint costs are never recovered entirely from 

consumers of one of the joint products, to the exclusion of the others; rather, the costs are 

shared by both groups of consumers, with the respective proportions depending upon the 

relative strength of demand. The stronger the demand for a particular joint product, the 

greater the share of joint costs which will be borne by that product. 

Q. Please discuss the “loop” which is used in providing telephone service. Is this a joint 

cost? 

Yes. In the telecommunications industry, the cost of the “subscriber loop” is a joint cost 

required for the provision of at least three different services: local exchange service, 

intrastate long-distance service, and interstate long-distance service. Since the installation 

of an additional subscriber loop increases the capacity available for placing and receiving 

all three types of calls, the telephone company cannot increase the capacity for local calls 

without concurrently increasing the capacity for toll calls. In this sense, it clearly fits 

within the definition of joint costs--since access capacity is simultaneously expanded for 

multiple services in fixed proportions (one more line is available in each case). Similarly, 

it is readily apparent how a loop perfectly fits the definition ofjoint costs provided in the 

the Handbook of Industrial Organization. Once acquired for use in producing local 

telephone service, a loop is costlessly available for use in the production of custom 

calling, toll and other services. Only if there is congestion at a particular time is there any 

A. 
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tradeoff between use of the loop for local, toll and other purposes. 

Economic theory demonstrates that there is no inherently correct method of 

allocating joint costs among the various joint products. Purchasers of each of the joint 

products will bear some share of the joint costs, in relative proportions that are 

determined by the relative strength of demand in the various markets, rather than by some 

arbitrary allocation formula. In other words, cost recovery does not depend upon relative 

usage, nor does it depend upon any particular allocation scheme. Rather, it depends upon 

the interplay of supply and demand in the various markets involved. 

Disputes over the appropriate definition and treatment of these joint or shared 

costs lie at the heart of the longstanding dispute concerning whether, or to what extent, 

basic local exchange service is “subsidized” by other services. Most incumbent local 

exchange carriers argue in favor of including the entire amount of the loop in their local 

exchange cost estimates and excluding loop costs from all other services. However, this 

procedure is not valid, and the results cannot be compared meaningfully to the revenues 

derived from local exchange service, nor can it be used to draw valid conclusions 

concerning “subsidies.” 

Local exchange carriers have many revenue sources that depend upon, and are 

available to help recover, the joint or shared costs of the loop, drop wire, and port. Hence, 

these costs cannot be meaningfully compared with the revenues associated with local 

exchange service alone, nor can they appropriately be included in an estimate of the 

TSLRIC of basic local exchange service. No one service can be expected to recover the 

entirety of the joint costs incurred in providing multiple services. It is clearly 

unreasonable to assign 100% of these joint costs to just one service out of the half-dozen 

or so types of service that benefit from the joint production process (including intraLATA 

toll, intrastate interLATA switched access, interstate switched access, directory 

publishing, call waiting, call forwarding, caller ID and more). Such a lopsided cost 

recovery pattern is not only unreasonable, it would also be completely inconsistent with 
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the manner in which joint costs are recovered in competitive markets. It simply isn't 

plausible to argue that demand for these other services is so weak that they would not (or 

should not) bear any significant share of the joint costs, thereby forcing 100% of these 

costs onto basic local service. 

Q. It is sometimes argued that joint cost principles don't apply to loops, because the 

proportion of toll and local calling varies. What is your response? 

Loop costs are shared costs necessary for the provision of toll, access, and custom calling 

service, as well as local exchange service. Except when congestion is present, there is no 

trade-off between these uses. In other words, when an additional access line is installed, it 

simultaneously increases the intermediate output (access) available to both toll and local 

markets (as well as the market for other services, such as custom calling). 

A. 

. 

Even if a line is intended strictly for local calls, it can also be used to place and 

receive toll calls, and vice versa. Accordingly, local loops are analogous to cattle feed in 

the production of steaks and leather coats. Even if feed is strictly intended to increase the 

amount of available beef, it concurrently increases the amount of hides which are 

available. Of course, since an intermediate product is involved, there is no assurance that 

quantities of the final products will be produced in exact proportion to the quantities of 

inputs. 

In other words, an increase in cattle feed will not necessarily increase the number 

of leather coats which are produced, if the hides are thrown away and never converted 

into coats. Similarly, the addition of another access line will not automatically increase 

the number of toll or local calls, nor will the volume of the final products (completed 

calls to various locations) increase in strict proportion to the addition of another access 

line. However, there is nothing startling about this situation; in a similar way, hamburger 

production does not vary precisely with the number of leather coats. 

Any confusion in this regard can be eliminated by fwrther disaggregation and 
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study. Simply stated, completed toll calls typically involve three or more intermediate 

steps: use of two access lines, one or more switches, and one or more interoffice trunks. 

In turn, some of these components can be used only for local purposes, some only for toll, 

and others for both purposes. Because of congestion, inter-office switching and trunking 

typically involves either direct costs (when the item is dedicated to one market or the 

other) or common costs (when the item is shared but increased use in one market 

displaces usage in the other market). The access line is obviously either a joint or a 

common cost, since it serves multiple markets. I believe it can most accurately be viewed 

as a joint cost, in the typical situation where the line is not highly congested and use in 

one market does not preclude use in the other market. 

More specifically, the provision of an access line yields at least two joint 

products: access to customers within the same locality (local access) and access to 

customers within other cities (toll access). Since the latter form of access is provided via 

toll carriers, one can think of the access line as providing access to local and toll 

networks. Of course, since communication is generally two-way, we can also say that two 

other joint products are provided, as well: access to the customer installing the line by 

other customers within the same locality, and access to that customer by toll carribs and 

their customers. 

Generally, when a customer is connected to the public switched network, that 

customer is provided with access to the other lines situated within the same city, but 

access to that customer is simultaneously provided to the toll carriers with points of 

presence in that city; and via their facilities, access to that customer is provided to 

millions of lines located in hundreds of other cities around the state and country. 

It makes no economic sense to impose the entire cost of the access line, as part of 

the price of local service, on the particular end user who requests installation of the line. 

Rather, it is appropriate to recover the cost from all of the beneficiaries of that line-- 

including the other local customers in that city and the toll carriers that also benefit from 
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the new line, whether directly or indirectly. 

Q. Placing of 100% of loop costs on local service has sometimes been defended on a 

“cost-causative basis.” Would you discuss this argument? 

Yes. It is sometimes argued that the cost of the access line is effectively “caused” by the 

act of subscribing to local exchange service, and that all other services that may be 

provided over the line are made available costlessly and are thus economically irrelevant. 

That is, because the line is provided by the phone company on a bundled basis, in 

conjunction with local exchange service, it is argued that the full cost of that line should 

be attributed to the local exchange category. 

A. 

This is an overly simplistic view of causation, one that can lead to misleading 

conclusions. In fact, if we want to really examine causation, the cost of a local loop as 

physical plant is incurred when someone--perhaps an aspiring subscriber in years past, 

perhaps a real estate developer or home builder, perhaps a phone company executive-- 

makes a decision to install loop plant along a particular route. Some of this plant is 

dedicated to a particular neighborhood, or house, and other plant serves a broader 

geographic area. The decisions that lead to the act of installing these facilities can be 

seen as the proximate cause of the cost. Subsequently, if consumers don’t decide to 

purchase telephone service, the plant will often sit idle; if they do decide to purchase 

service, it will be utilized. The actual loop cost incurred by the phone company may not 

vary much either way. The investment in loop plant accumulates carrying charges until a 

further decision is made to activate the circuit and supply the dial tone that enables the 

line to become an active part of the public switched network. At that time a billing cycle 

is initiated, and the cost of the loop begins to be recovered. 

In general, however, “cause and effect” reasoning does not have any impact on the 

manner in which joint costs are recovered in competitive markets. To the contrary, all of 

the joint products contribute to the joint costs, regardless of which one “caused” the joint 
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costs to be incurred. Consider, for example, cotton and cotton seed. Cotton seed is a 

mere byproduct of the production of cotton, and people buying cottonseed oil arguably 

don’t “cause” cotton to be grown. Instead, one can plausibly argue that consumers of 

cotton cloth “cause” the various costs of growing raw cotton to be incurred. Yet, this 

causal relationship is irrelevant to recovery of the joint costs incurred by cotton farmers. 

Consumers of both cottonseed oil and cotton clothing contribute to the cost of growing 

and harvesting cotton. The mere fact that the planting of cotton is “caused” by demand 

for cotton cloth does not result in all of the joint costs being recovered from the clothing 

market, and none from the ancillary products like cottonseed oil. Customers in both 

markets share the joint costs, in proportions that are determined by the relative strength of 

demand for cotton cloth and cottonseed oil. 

Attempting to assign costs on the basis of “causal relationships” is even less 

logical in the context of telecommunications services. Undoubtedly, many consumers 

want to obtain and use an entire array of telecom services, including local, toll and 

custom calling. Any attempt to trace “cost causation” and to assign the loop and port 

costs to individual services on the basis of consumer motivation is bound to be 

meaningless, since these costs are often “caused” by the desire to use the full array of 

services, and the chain of causality cannot be uniquely traced to any single service within 

this array. If the access line were bundled with toll service, and local service were priced 

as an optional add-on, many consumers would still acquire an access line, to ensure that 

they can place and receive toll calls. Under these circumstances, it might appear that the 

access line is a direct cost of toll, and thus one could plausibly argue that the entire cost 

should be attributed to the toll category. However, this type of reasoning is not 

economically valid, regardless of which service is bundled with the access line, and 

regardless of which service provides the dominant or primary motivation for acquiring 

the line. So long as numerous different services require the use of the line, economic 

theory suggests that all of these different services will contribute towards the cost of the 
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line. 

Q. 
A. 

Has the FCC also addressed this issue in recent years? 

Yes. The FCC has recognized the shared nature of the loop, although the FCC uses the 

generic term “common cost” rather than specifically identifying it as a joint cost. 

Terminology aside, the FCC’s characterization is generally consistent with my own 

interpretation and explanation of this issue, as set forth above. According to the FCC, the 

loop is “needed” and “used” by several telecommunication services-services which 

reside within both the interstate and intrastate jurisdictions. As previously acknowledged, 

dealing with costs associated with a shared facility can be challenging. The FCC states: 

Determining the costs that an incumbent LEC incurs to provide interstate 
access services and that, consequently, should be recovered from those 
services, is relatively straightforward in some cases and problematic in 
others. ... Most facilities, however, are used for both intrastate and 
interstate services. ... By contrast, the cost of other facilities used for both 
interstate and intrastate traffic do not vary with the amount of traffic 
carried over the facilities, i.e., the costs are non-traffic sensitive. These 
costs pose particularly difficult problems for the separations process: The 
costs of such facilities cannot be allocated on the basis of cost-causation 
principles because all of the facilities would be required even if they were 
used only to provide local service or only to provide interstate access 
service. A significant illustration of this problem is allocating the cost of 
the local loop, which is needed both to provide local telephone sewice as 
well as to originate and terminate long-distance calls.[Access Charge 
Reform, Price Cap Performance Review for Local Exchange Carriers, 
Transport Rate Structure and Pricing and End User Common Line 
Charges, CC Docket Nos. 96-262,94-1,91-213, and 95-72, First Report 
and Order, FCC 97-158 (adopted May 7, 1997) (Access Charge Reform 
Order) at fi 23. emphasis added.] 

Consistent with this broader definition of a common cost, in its trilogy of recent 

orders the FCC clearly recognizes that the costs associated with the loop are shared costs 
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of multiple services. In its initial First Report and Order concerning the implementation 

of local competition, the FCC recognizes that the loop is a shared facility used to provide 

telecommunication services which gives rise to common costs. The FCC states: 

As discussed in greater detail below, separate telecommunication services 
are typically provided over shared network facilities, the cost of which 
may be joint or common with respect to some services. The costs of local 
loops and their associated line cards in local switches, for example, are 
common with respect to interstate access service and local exchange 
service, because once these facilities are installed to provide one service 
they are able to provide the other at no additional cost. [Local Competition 
Order at 7678.1 

The FCC followed this first order with proposed rulemaking on access charge 

reform. In the context of this rulemaking process the FCC reaffirmed the concept that 

costs associated with the loop are common costs with respect .to certain 

telecommunication services. [Access Charge Reform, Price Cap Performance Review for 

Local Exchange Carriers, Transport Rate Structure and Pricing and Usage of the Public 

Switched Network by Information service and Internet Access Providers, CC Docket Nos. 

96-262,94- 1,9 1-2 13, and 96-263, Notice of Proposed Rulemaking, Third Report and 

Order, and Notice of Inquiry, FCC 96-488 (adopted December 23, 1996) (NPM,  Third 

Report and Order).] The FCC states: 

For example, interstate access is typically provided using the same loops 
and line cards that are used to provide local service. The costs of these 
elements are, therefore, common to the provision of both local and long- 
distance service.[v237.] 

Ultimately, the FCC applied this concept in the area of access charges. In its 

order dealing with access charge reform, the FCC has developed and begun the phase-in 

of a “primary interexchange carrier charge” (PICC). The PICC will be assessed on and 
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paid by the end user’s presubscribed interexchange carrier. The FCC believes that the 

PICC, along with the Subscriber Line Charge (SLC), will allow LECs to recover most of 

the interstate jurisdiction’s portion of the loop cost. [Access Charge Reform Order at 754 

and 55.1 Since the interstate share of these costs is already being recovered from other 

services, it is particularly nonsensical to include 100% of these costs in the LRSIC of 

basic local service. 

In its decision to replace the Common Carrier Line Charge (CCL) with the PICC, 

the FCC stated: 

We reject claims that a flat-rated, per line recovery mechanism assessed on 
IXCs would be inconsistent with section 254(b) which requires “equitable 
and nondiscriminatory contributions to universal service” by all 
telecommunication providers. The PICC is not a universal service 
mechanism, but rather a flat-rated charge that recovers local loop costs in a 
cost causative manner.[Id., 71 04.1 

In the background discussion, the FCC also states: “Much of the telephone plant 

that is used to provide local telephone service (such as the local loop, the line that 

connects a subscriber’s telephone to the telephone company’s switch) is also needed to 

originate and terminate interstate long-distance calls.” [Id.] 

By adopting the PICC, the FCC specifically rejected the claims of Sprint and 

AT&T, two IXCs who have consistently opposed the creation and perpetuation of an IXC 

common line charge. 

In its order dealing with universal service, the FCC carried the shared cost concept 

relating to the loop to a logical conclusion. In constructing a methodology for 

identifying high cost areas, the FCC concluded that all of the revenues associated with 

services which depend on shared facilities, such as the loop, should be directly compared 

to the associated costs (including all of the shared costs). Only those areas where the 

aggregated costs exceeded the aggregated revenues will be eligible for federal universal 
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service support. The FCC stated: 

As the Joint Board recommended, the revenue benchmark should 
take account not only of the retail price currently charged for local 
service, but also of other revenues the carrier receives as a result of 
providing service. including vertical service revenue and interstate 
and intrastate access revenues. Failure to include all revenues 
received by the carrier could result in substantial overpayment to 
the carrier. [Federal-State Joint Board on Universal Service, CC 
Docket No. 96-45, First Report and Order, FCC 97-1 57 (adopted 
May 7, 1997) (Universal Service Order) at fi 200.1 

The FCC also states: 

We include revenues from discretionary services in the benchmark 
for additional reasons. ... Revenues from services in addition to the 
supported services should, and do, contribute to the joint and 
common costs they share with the supported services. [Id., 7 26 1 .] 

The FCC’s trilogy of orders reflect a consistent characterization of the loop as a 

shared or common facility. The FCC has consistently stated that costs associated with the 

loop are common costs and it has consistently applied that principle in expressing 

concerns, developing charges, and constructing methodologies. The FCC’s paradigm for 

the loop costs is clear and consistent; it is directly contradictory to the approach used by 

CBT in this proceeding. So is the philosophy implicit in the PUCO’s discussion of 

universal service fhding in Section XI11 of the Local Exchange Competition Order, 

which requires all regulated carriers with intrastate revenues to pay into the fund on an 

equitable basis [p. 6 1 .] That decision recognized that the costs associated with 

maintaining universal service should be broadly spread across all beneficiaries-these 

costs should not be borne entirely by local customers, or local exchange carriers. 
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Q. Have other jurisdictions besides the FCC followed this approach with regard to 

analyzing and recovering the joint cost of access lines? 

Yes. The landmark decision in this regard was handed down by the U.S. Supreme Court 

almost 75 years ago in Smith vs. Illinois Bell Telephone Company. Writing for the Court 

on the question of whether the entire cost of the access line could be charged to a single 

service, Chief Justice Charles Evans Hughes noted as follows: 

A. 

In the method used by the Illinois Company in separating its interstate and 
intrastate business, for the purpose of the computations which were 
submitted to the court, what is called exchange property, that is, the 
property used at the subscriber's station and fi-om that station to the toll 
switchboard, or to the toll trunk lines, was attributed entirely to the 
intrastate service .... While the difficulty in making an exact apportionment 
of the property is apparent, and extreme nicety is not required ..., it is quite 
another matter to ignore altogether the actual uses to which the property is 
put. It is obvious that, unless an apportionment is made, the intrastate 
service to which the exchange property is allocated will bear an undue 
burden .... [282 U.S. 150, 151 (August 1923).] 

In the years since, this principle of fair allocation has been upheld again and 

again. For example, on April 1 1, 1996, the Washington Utilities and Transportation 

Commission issued an order rejecting proposed tariff changes by U.S. West. 

[Commission Decision and Order Rejecting TariffRevisions, Docket No. UT-950200.1 

In analyzing various cost studies submitted in that proceeding, the Commission found as 

follows: 

[Tlhe cost of the local loop is not appropriately included in the incremental 
cost of local exchange service. The local loop facilities are required for 
nearly every service provided by the Company to a customer. Neither 
local service nor in-state long distance service nor interstate long distance 
nor vertical features can reach a customer without the local loop. Should 
USWC cease to provide any one of these services, its need for a local loop 

13 



l e  e 
e 
e 
e 
e 
e 
e 

e 
e 
e 

0 
e 
e 
e 
e 
e 
e 
e 

e 
a 
e 
e 

e 
e 
e 
e 
e 
e 
e 
e 
e 
m 
e 
e 
e 
e 
e 
e 

e 

e 

e 

e 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 
19 
20 
21 
22 

23 

24 

25 

26 

27 

28 

29 

30 
31 
32 

Appendix C, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of  the RUCO Staff, Docket No. T-0 105 1 B-99-0 105 

to provide the remaining services would remain. The cost of the local 
loop, therefore, is not incremental to any one service. It is a shared cost 
that should be recovered in the rates, but no one service is responsible for 
that recovery. USWC’s presentation that the local loop is appropriately 
and necessarily an element of the cost of local exchange service, made 
through the testimony of witness Farrow, is not credible in light of the 
purposes of a long run incremental cost study and is inconsistent with 
accepted economic theory reg&-ding such studies. [Order, p. 781 

The Washington commission’s ruling is particularly significant because it was 

decided in a state in which local exchange competition was a fact. The commission found 

that the advent of local competition had not altered the economic character of the loop. 

Under conditions of competition, the loop was still a joint and common cost that should 

not be recovered solely from end users, but rather in the prices of all the services that use 

the loop. 

The Pennsylvania Commission noted as follows: 

We agree with the PTA and the OCA that local loop costs are joint or 
shared costs since the local loop is jointly utilized to provide a wide array 
of telecommunications services.. . [Pennsylvania Public Utility Commission 
Order in Docket Nos. 1-00940035, L-000950105, August 3 1, 1995, p. 12.1 

Likewise, in an order dated December 27, 1995, the New Mexico State 

Corporation Commission concluded that “it is inappropriate to include the full cost of the 

local loop in the determination of the cost of local exchange services.” [Order in Docket 

No. 94-291-TC: In the Matter of the Application of GTE Southwest, Inc. and CONTEL of 

the West, Inc. to Restructure their Respective Rates, 111.58 (p. 15).] 

Similarly, in its Costing and Pricing Rules, the Colorado Commission has stated 

as follows: 

The access loop is not a separate service but rather is an input necessary 
for the provision of many telecommunications services. As such, costs 
associated with the access loop will not appear in the total service long run 

14 



e 
a 
a 

a 
a 

a 
0 

1 
2 
3 
4 

5 

6 

7 

8 
9 

10 
11 
12 
13 
14 
15 

16 

17 

18 

19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

31 

32 

33 

34 

Appendix C, Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff, Docket No. T-0105 1B-99-0305 

incremental cost of any single service requiring the access loop but will 
appear as part of the total service long run incremental cost of the entire 
group of services requiring the loop .... [Rule 4(2)(iii)]. . 

The Colorado Commission recently reaffirmed this position in its Order in Docket 

No. 96s-257T (issued January 27, 1997), in which it stated: 

Loop costs are shared and common and should be covered by all the 
services using the loop .... The inclusion of loop costs in the TSLRIC for 
basic exchange service violates the definition of TSLRIC in the 
Commission’s Costing and Pricing Rules .... Loop costs would not be 
avoided if basic exchange services were eliminated and the provision of all 
other services continued. The network would still be a part of USWC’s 
costs even if basic local exchange service were discontinued. [pp. 42-3.1 

In the last general rate case of USWC in Utah, that commission expressed its 

dissatisfaction with the repeated failure of USWC to treat the loop as a shared cost: 

We are troubled by the Company’s failure to take into account 
Commission Past orders which deal with some of the pivotal issues and 
assumptions which go into the calculation of TSLRIC. One failure, in 
particular, is the Company’s decision to assign all costs of access lines to 
basic residential service ... . The Commission has already rejected the 
Company’s premise that the only purpose of access lines, the local loop, 
the is for the customer to obtain a dial tone or local service. Without the 
local loop, the end user would not have access to switched access products 
or use of toll services. [US West Communications, Inc., Utah Public 
Service Commission, Docket No. 95-049-05, Report and Order, at 95 
(Issued November 6, 1995).] 

In the Commonwealth of Virginia, based upon the record which included a cost 

study prepared and presented by GTE South Incorporated (the Company), a senior 

hearing examiner found: 
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While cost of service studies are not a precise science, I am unwilling to 
accept the results of the Company’s LRIC studies in this case because I 
believe the studies significantly overstate the LRIC of basic local service. 
The loop is a utility asset which is used by a myriad of other services in 
additional to local service. Loop costs are, in every sense of the word, 
joint and common costs which should be allocated to all of the services 
utilizing the loop. 

Indeed, under the Company’s proposal to allocate all loop costs to local 
service, the traffic of interexchange carriers would essentially receive a 
‘‘free ride” over the loop. That is not fair to local service customers. Local 
service customers should not be saddled with all the costs of an asset 
which is used by numerous services provided by the Company, 
interexchange carriers and others. [Glenn P. Richardson, Report of Glenn 
P. Richardson, Senior Hearing Examiner, Case No. PUC950019, March 
14, 1997.1 

In its final order, the Virginia Corporation Commission adopted this portion of the 

examiner’s 12 1 -page report. [Application of GTE South Incorporated For revisions to its 

local exchange, access and intraLA TA long distance rates, Commonwealth of Virginia 

State Corporation Commission, Case No. PUC950019, at 5,19-20 (August 7, 1997).] 

In Iowa, the Utilities Board specifically found: 

Designating the access line as a separate service and allocating all 
of its costs to the local service customer continues to be a major 
problem with U.S. West’s LRIC methodology. [U.S. West 
Communications, Inc., Iowa Utilities Board, Docket No. RpU-94- 
1, Final Decision and Order, at 13 (IUB November 2 1, 1994).] 

Similar conclusions have been reached at one time or another by regulatory 

commissions in many other states, including Florida, Iowa, Louisiana, Minnesota, New 

Hampshire, New Mexico, Texas, and Vermont. Furthermore, both the National 

Association of Regulatory Utility Commissions (NARUC) and the National Association 

of State Utility Consumer Advocates (NASUCA) have expressed support of the position 
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that loop costs are properly treated as joint or common costs of the various services using 

the loop. [Comments of NARUC, FCC Docket CC 96-45, at 20 (Filed April 12, 1996); 

Comments of NASUCA, FCC Docket CC 96-45, at 23-24 (Filed April 12, 1996).] 

In summary, numerous state regulators have joined the FCC, NARUC, and 

NASUCA in acknowledging that loop costs are properly treated as joint costs of the full 

family of services that make use of the loop, and they should not be loaded entirely onto 

just one of those services. While some carriers believe it is in their economic interests to 

place 100% of the loop and port costs onto local exchange service, and none onto other 

services that rely upon the loop, this approach is neither economically sound nor 

appropriate. 

Q. 

A. 

Has Congress also spoken on this issue of allocation? 

Yes. The debate over the appropriate treatment of joint costs has continued for many 

years in many different forums. Thus, it isn't surprising that Congress included some 

provisions in the 1996 Telecommunications Act relating to this issue. The Act adds an 

entirely new section to federal law dealing with Universal Service--Section 254. Within 

this context, a portion of §254(k) reads: 

[Tlhe States, with respect to intrastate services, shall establish any 
necessary cost allocation rules, accounting safeguards, and guidelines to 
ensure that services included in the definition of universal service bear no 
more than a reasonable share of the joint and common costs of facilities 
used to provide those services. 7 U.S.C. 0 254(k) (1 996).] 

Congress clearly anticipated the propensity of monopolists to shift costs onto 

their most captive customers when faced with the threat of effective competition. The 

remaining parts of $254(k) make it clear that the purpose behind these rules, safeguards, 

and guidelines is to prevent any excess cost burden on basic local service and other 

services included within the "universal service" category. While Congress hasn't 
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mandated the specific allocation procedures to be used, or specified exactly how much of 

the joint costs can be placed onto the basic exchange category, it is obvious that the 

Company’s proposal to place 100% of these costs onto local exchange service, if it were 

accepted by the Commission, would force this service to bear “more than a reasonable 

share” of the joint costs. 

Although this section is subject to differing interpretations, it is clear that basic 

exchange service is one of supported services which Congress was trying to protect. This 

is confirmed by the FCC’s discussion of the definition of “universal service” in its Notice 

of Proposed Rulemaking. A “reasonable share” certainly must be less than 100% or there 

would be no real purpose served by this requirement of the law, and the language would 

be extraneous. 

At least one state court has already had occasion to interpret section 254(k) with 

respect to the loop allocation issue. A Kansas Court of Appeals held that allocating 

100% of the loop cost to basic exchange services for the purpose of determining an 

LEC’s draw from the Kansas Universal Service Fund expressly violated section 254(k). 

The court recognized the shared nature of the loop facility and referred to the required 

interstate and intrastate separation of 25% and 75% respectively. And finally, it ordered 

the Kansas Corporation Commission to “make a reasonable effort to ensure a reasonable 

apportionment of the costs of the local loop ... .” [Citizens ’ Utility Ratepayers Board et. 

al. v. The State Corporation Commission of the State of Kansas, 1997 Kan. App. LEXIS 

27 (Aug. 8, 1997).] 
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Introduction 

Q* 
A. 

Q. 

A. 

Q. 
A. 

Would you please state your name and address? 

Ben Johnson, 2252 Killearn Center Boulevard, Tallahassee, Florida 32308. 

Have you prepared an appendix that describes your qualifications in regulatory and 

utility economics? 

Yes. Appendix A, attached to my testimony, will serve this purpose. 

What is your purpose in making your appearance at this hearing? 

Our firm has been retained by the Residential Utility Consumer Office (“RUCO) to 

assist in RUCO’s intervention in the Application of U S WEST Communications (“US 

West, the Company”) for an adjustment to its rate schedules. I have been asked to provide 

testimony concerning competition and US West’s plan for the establishment of 

“competitive zones” within which it would gain nearly unlimited pricing freedom. I have 

also been asked to analyze the Company’s proposed rate design, with particular emphasis 

on its proposal to substantially increase residential local exchange rates. 
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Q. Would you please explain how your testimony is organized, and briefly summarize 

its major elements? 

Yes. Following this introduction, my testimony has six major sections. The first section 

contains a discussion of the public policy goals that I believe should guide the 

Commission’s decisions regarding rate flexibility and rate design. These goals include 

universal service, intercustomer equity, rate continuity, economic efficiency, the 

promotion of technological innovation, and the encouragement of effective competition. 

The second section contains a discussion of competition and pricing flexibility. I 

A. 

explain why progress towards effective competition can be impeded if US West is 

prematurely given too much pricing freedom. I summarize the Company’s proposal for 

competitive zones, and conclude that it goes too far, and should be rejected. Also, I 

develop some recommendations for modifylng the Commission’s existing regulatory 

system to more appropriately deal with the concerns raised by the Company. More 

specifically, I recommend that the existing rules for classifying services as “competitive” 

be revised to allow such a designation for specific services within particular geographic 

areas. In this manner, the Company would be given considerable pricing flexibility within 

specific markets where such flexibility is warranted by competitive conditions. 

The third section contains an overview of the Company’s rate design proposals. In 

the fourth section, I discuss the local exchange cost studies presented by the Company, 

and I criticize the manner in which US West has treated joint and common costs. I then 

present some alternative revenue/cost comparisons, based on a more appropriate 

interpretation of the Company’s cost data. In the fifth section, I discuss certain of US 

West’s proposed rate changes in greater detail. Finally, in the sixth section, I summarize 

my recommendations for Commission action. 
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Public Policy Goals 

Q. Please turn to the first major section of your testimony. Would you please briefly 

explain the policy goals you feel should guide the Commission's decision-making 

process in this proceeding? 

Certainly. Briefly stated, the Commission should strive to ensure that the public receives 

high-quality telephone service at the lowest practicable cost and that the 

telecommunications infiastructure not only keeps pace with, but also actively stimulates 

economic growth and technological progress in Arizona. More specifically, the following 

public policy goals are important: 

A. 

(1) The preservation and promotion of affordable, high-quality, universal, basic 

telecommunications services. 

The maintenance of fair, just, and reasonable rates (intercustomer equity). 

The maintenance of a reasonable level of rate continuity. 

The promotion of economic efficiency. 

The promotion of technological innovations. 

The encouragement of effective competition. 

(2) 

(3) 

(4) 

(5) 

(6) 

Q. Please discuss the first of these six goals. How important do you consider universal 

service to be as a policy goal in developing rates? 

Universal service has been a major goal of utility regulators for the past 70 years, and it 

continues to be a very important goal. Society, ratepayers, and the Company all benefit 

from maximum subscriber participation on an interconnected telephone network. It has 

been clear for a hundred years that the more users a network links together, the more 

valuable the service for each and every user. 

A. 
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Q. Would you next discuss the second of your recommended policy goals--that of equity 

between rate classes? 

Yes. First, I would note that underlying some of the costing debates in this proceeding are 

fundamental questions of equity. For instance, I strongly disagree with the Company’s 

approach to costing, in which it allocates 100% of its local loop costs to basic local 

exchange service. These loops (which connect customers to their central office) are used 

in the provision of the entire range of telephone services, including access, toll and 

custom calling. Hence, it is equitable for subscribers to all these services to share in the 

cost of the construction and maintenance of these loops. 

A. 

In a competitive industry, the burden of joint costs primarily depends upon the 

relative strength of demand for each service--the price of more valuable services will 

incorporate a larger share of the joint and common costs than the price of services 

. considered to be less valuable. In a regulated industry, there are many factors that should 

influence the share of joint and common costs recovered from each service, and one can 

reasonably debate the appropriate resolution of this issue. However, it clearly would be 

inequitable for all of these costs to be paid by basic local exchange customers, or for none 

of these costs to be borne by custom calling, toll and switched access customers. Yet, the 

Company has relied upon this type of inequitable cost recovery concept to justify its 

rebalancing proposals in this proceeding. I discuss joint costs and related aspects of the 

Company’s rate proposals in considerable depth later in my testimony. 

Second, for equitable reasons, a reasonable differential should continue to be 

maintained between basic service charges for business and residential customers. Not 

only do business customers have the ability, and willingness, to pay higher telephone 

rates, but on average, business customers use their lines more intensively than residential 

customers, and therefore impose higher costs on the network. Similarly, rates for lines 

serving large private branch exchange (“PBX”) equipment and lines connected to key 

systems have historically been priced higher than rates for individual business lines, in 
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recognition of differences in usage and costs as well as differences in demand 

characteristics. 

Q. Would you please discuss the third of your recommended policy goals--the 

maintenance of reasonable rate continuity? 

Yes. Another longstanding principle of rate making is that customers should not be 

subjected to sudden and extreme increases in rates, particularly if the increases are 

unrelated to improvements in service quality or expansions in service offerings, and even 

more particularly if no reasonable substitute for the service is readily available. 

Otherwise, the abrupt nature of these increases may cause subscribers to drop off the 

system, to the detriment of goal of universal service. For equitable and other reasons, 

regulatory commissions often have found that “rate shock” should be avoided, or 

minimized. Where customers do not have other viable options (e.g., where effective 

competition does not exist), extreme or abrupt rate increases are particularly inappropriate 

and undesirable. As I show in detail later in my testimony, some of the Company’s rate 

proposals violate the rate continuity principle. 

A. 

~ 

Q. Would you next discuss the fourth of your recommended policy goals--the 

promotion of efficiency through pricing? 

Yes. Efficiency is a well recognized goal in utility rate design. Economics describes it as 

a state in which an optimal level and mix of goods and services is produced, using 

optimal production methods. In the context of telecommunications regulation, this 

A. 

objective implies that rates should not induce wasteful and inefficient methods of 

production (either by the utility or by other producers), nor lead to over- or under- 

consumption of the telecommunication firm’s services. 

Under the widely accepted approach of Vilfiedo Pareto, economic efficiency or 

inefficiency can be defined in terms of waste. When economic efficiency has been 
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maximized, any change will increase waste. To the extent the Commission seeks to 

improve or maintain economic efficiency, the logical focus is on marginal cost. This is 

the type of cost that is most relevant to discussions of economic efficiency, and an 

understanding of the marginal cost concept is essential to any effort to maximize 

economic efficiency. 

Q. Would you please discuss the fifth goal--the promotion of economic growth and 

technological progress? 

Certainly. If universal service is defined merely as applying to voice grade dial tone at the 

end of a customer's line, then in the coming age of the broadband "telecommunications 

superhighway" local exchange companies like US West will surely have no problem 

supplying it at a marginal cost considerably below current rates. I say this because basic 

voice communications require a small fraction of the total bandwidth required for video 

on demand and other advanced services. Thus, for example, if a broadband network is 

developed to provide high speed internet access or video dialtone service, the marginal 

cost of carrying ordinary voice traffic on such a network will be very small. In turn, if 

prices are set near the level of marginal cost, it will be easy to ensure that nearly everyone 

has voice grade telephone service. 

A. 

The past decade has seen a continued downward trend in telecommunications 

costs. Technological improvements and increasing scale economies have resulted in sharp 

reductions in the cost of providing most telecommunications services. As costs have 

declined, profits have generally increased and prices have generally decreased throughout 

the industry. The Company's proposal to increase rates in this proceeding runs counter to 

this overall trend. As will become clear in later sections of my testimony, I strongly 

disagree with the Company's proposals to sharply increase basic exchange rates. 

However, it should be understood that my opposition to these proposals does not stem 

from a preference for basic over enhanced services. To the contrary, I have based my 
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testimony on certain economic principles which are equally applicable to the 

“information superhighway” of the future. Telecommunications, as an industry, is 

undergoing a competitive technological revolution, which is gradually extending the 

definition of what services are considered to be “basic” or “vital” to consumers. While 

there is considerable uncertainty concerning the timing and extent of this trend, I consider 

it likely that what POTS (plain old telephone service) has been for the 20th century, some 

form of broadband service will be for the 2 1 st. 

The economic benefits to be derived from universal service are inherent to the 

very nature of two-way communications networks. In resolving public policy issues, it is 

important to remember that the concept of universal service is not simply a question of 

equity, or the desire to ensure that everyone in society enjoys a minimum standard of 

living. The strength and efficiency of our economy depends in part on how successful we 

are in developing and maintaining key elements of our nation’s infrastructure--including 

two-way.communications networks in which nearly everyone participates. 

Society as a whole benefits fkom the flow of communication. Many systems, 

including markets, become more efficient when the flow of information improves. 

Economic theory suggests that such positive externalities should be considered in 

resolving policy issues, such as the rate rebalancing proposals in this proceeding. 

Although externalities are not reflected in the development of costs, they have historically 

been acknowledged by regulators, at least implicitly, when decisions have been made to 

keep the price of certain services low enough to encourage nearly everyone to join the 

network, regardless of how low their income may be, or how little they may value a 

telephone. 

Q. 

A. 

What do you mean by “effective” competition? 

When attempting to decide whether a product is produced and marketed under 

competitive conditions, one must consider pricing behavior. In a fully competitive 
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marketplace, both buyers and sellers view price as a given. All participants in the market 

behave as if market prices are unaffected by their own decisions regarding how much 

they should purchase or produce. If either buyers or sellers recognize that they can 

control prices, competitive conditions do not fblly prevail. The greater the degree of 

control exercised by a buyer or seller, the less competitive forces will prevail. 

Usually, four conditions are considered sufficient to assure that sellers will behave 

as "price takers," or effectively compete with each other. If any one of these conditions is 

absent, the prospects for effective competition are diminished or eliminated. 

First, no one firm can have a dominant share of the market. If a firm engages in 

price leadership, dominant firm pricing, or price discrimination, its behavior is 

inconsistent with competitive behavior. Needless to say, this condition is violated in the 

provision of any service where a firm's market share is greater than that of all its 

competitors combined. 

Second, the products of the supplying firms must be generally uniform (from the 

perspective of the buyers in the market). If consumers view the product or service as 

unique, the firm will not need to behave as a "price taker." 

Third, the number of supplying firms must be large enough so that the total 

amount supplied to the market cannot be restricted. It always is in the interest of suppliers 

to limit the total amount supplied to the market, because by limiting supply, they can 

charge a higher rate and earn greater returns (economic profits) than under the conditions 

of competition. 

Fourth, as noted in the criteria cited above, firms must be free to enter and exit the 

market. If any firm decides to produce the service, no substantial legal, financial, or other 

barrier must stand in its way. Patents or trademarks (such as brand names) and other legal 

barriers can preclude effective entry. 
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Q. How do you think the Commission should respond in this docket to the trend 

towards competition? 

Even though this is not the appropriate forum for resolving all of the complex issues that 

arise from this trend, I believe that the Commission needs to make sure that its decisions 

in this docket are consistent with the public interest. The Commission should not feel 

pressured to adopt increases in local rates (e.g. in order to fund reductions in toll and 

access rates) because of the trend toward greater competition. During the transition 

towards a more competitive market, the Commission should continue to establish rates 

based upon the broad public interest, rather than upon the narrow corporate interests of 

one particular competitor (in this case, US West). The trend toward increased competitior 

can appropriately be accommodated and encouraged in this and subsequent proceedings 

while maintaining consistency with the public interest. For example, a reasonable balance 

between business and residential locals can be maintained during the transition to a more 

competitive market. 

A. 

Q. How have you applied these policy goals and objectives in your evaluation of the 

Company's proposals? 

In analyzing the Company's proposals and in developing my recommendations, I have 

attempted to strike a reasonable balance among these policy goals, rather than seek to 

achieve one goal to the exclusion of all others. 

A. 

For example, it is clear that economic efficiency will be encouraged if rates are 

reduced toward their relevant cost. However, if such movement cannot be achieved 

without drastic rate increases for particular groups of customers, I would recommend 

moderation of the suggested rate change, perhaps through a phase-in, or by taking a 

smaller step in the direction advocated by the Company. In my opinion, efforts to 

promote economic efficiency should not totally vitiate considerations of rate continuity 

and the avoidance of disruptive rate changes. 
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For example, the pricing arrangements of the past several decades, which have 

required toll carriers and their customers to shoulder a sizable share of the joint costs of 

the network, have been very successful in creating and maintaining a ubiquitous 

telephone system that is unparalleled anywhere else in the world. In the United States, 

nearly everyone is connected to a common telecommunications network. While some 

changes to the traditional pricing arrangements and rate relationships might be needed to 

reflect changing conditions (e.g., increased competition), the Commission should not rush 

to abandon a longstanding pricing approach that has been so successful in benefitting the 

public. 

It is particularly important not to rush into drastic realignments of 

telecommunications prices at this early stage in the transition toward a more competitive 

market. If the Commission allows the incumbent carrier to use its monopoly power to 

manipulate price levels for its own strategic advantage, the result may not only be 

disruptive, but it may also be anti-competitive--creating unnecessary instability and 

uncertainty in the market, and making it more difficult, and more risky, for other firms to 

enter. 

Competition 

Q. Please turn to the second major section of your testimony. Would you please begin 

with a brief discussion of the historical and economic context surrounding 

telecommunications competition? 

During the past several decades, the telecom industry has been slowly evolving away 

fiom a regulated monopoly structure towards a more competitive one. Government policy 

has encouraged this trend, in an effort to achieve more rapidly the benefits of effective 

competition, including lower prices, higher service quality, and enhanced technological 

progress. 

A. 
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In many state jurisdictions, at the initiative of regulators or legislators or both, 

utility regulation has been evolving away from the classic rate of return approach. Today, 

regulation often includes price-cap mechanisms, segregation of competitive and 

monopoly services, regulatory forbearance, and other procedures designed to maintain 

universal service and protect the public from market power, while encouraging a more 

rapid transition toward effective competition. Simultaneously, the approach used in 

designing most telecom rates has been evolving away from setting prices exclusively 

based upon embedded cost and value of service. Prices have increasingly been regulated 

on the basis of market conditions and forward-looking, economic costs. 

The 1996 Federal Act represents a giant step forward along this road. Congress 

has mandated the removal of many barriers to competitive entry, and it has encouraged 

further movement towards pricing based upon economic costs and competitive market 

forces. The FCC explains: 

Historically, regulation of this industry has been premised on the belief 
that service could be provided at the lowest cost to the maximum number 
of consumers through a regulated monopoly network. State and federal 
regulators devoted their efforts over many decades to regulating the prices 
and practices of these monopolies and protecting them against competitive 
entry. The 1996 Act adopts precisely the opposite approach. Rather than 
shielding telephone companies fiom competition, the 1996 Act requires 
telephone companies to open their networks to competition. 
[Implementation Order, 711 

Q. Do you believe this trend towards increased local exchange competition is in the 

public interest? 

Yes, I do. I recognize there are potential pitfalls, and it may not be possible to achieve 

effective competition in every market, but the overall thrust of the 1996 Federal Act is 

sound, and can reasonably be applied to many Arizona telecommunications markets. As 

proceedings and regulatory activities in other jurisdictions attest, both the technological 

A. 
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milieu and the tides of public policy favor local exchange competition. 

It has been long recognized that rate of return regulation serves as a surrogate for 

the competitive market. Regulation was required because competition, for well 

understood reasons, has generally been absent. Now, as a result of changing 

technologies, markets, and attitudes, as well as innovative approaches to public policy, 

effective competition has become a viable prospect. Where competition can successhlly 

be introduced, it should be encouraged to the fullest extent, and it will gradually become 

less necessary to rely upon regulation to protect the public interest. 

Competition provides consumers with more options, allowing them to choose 

amongst a wider variety of products and services, and allowing them to change carriers if 

they are dissatisfied. Effective competition forces all firms in the industry to adapt their 

products and services to the demands of consumers, drives prices downward toward the 

actual cost of service, and promotes productive efficiency, to the benefit of society as a 

whole. 

For the public interest to be served, however, competition must be real (Le., 

effective) and not merely nominal. Furthermore, it is in the public interest for the scope of 

competition to encompass an entire market or community, rather than limiting it to a 

small group of customers (e.g. large businesses). Clearly, in many areas 

telecommunications market conditions of this description will take considerable time to 

develop, and require the type of regulatory boost which is provided by mandatory resale 

and rental of unbundled network elements. 

Effective competition can be beneficial to the public interest by increasing 

consumer choices, promoting technological and service innovations, and (often, but not 

always) lowering prices. However, the simple act of opening a market to competition by 

no means ensures that effective competition will emerge. Even in the best of 

circumstances, there is likely to be an unstable and hazardous period of transition, 

indeterminate in duration, as monopoly gives way to truly competitive conditions. 
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Economic theory defines a purely competitive market in very specific terms. First, 

numerous firms must participate, each acting independently and none controlling a share 

of the market large enough to significantly influence its prices. Second, the goods or 

services produced must be homogeneous ( e g ,  no product differentiation). Third, there 

must be no substantial barriers to entry or exit. 

There are few real-world markets that conform to this strict theoretical definition 

of pure competition. Nevertheless, its characteristics provide a good benchmark for 

measuring the degree of competitiveness-how closely does a specific market approach 

that benchmark? It is possible for some telecommunications markets to sustain effective 

competition--where a relatively large number of firms are competing, no one firm is 

dominant, and prices are controlled by the market, rather than by the actions of the 

dominant firm, or a few individual firms. If such conditions prevail, customers receive the 

benefits ascribed to competitive markets, and many of the regulatory controls required in 

a monopoly environment will no longer be needed. 

Q. You emphasize the need for effective competition in order to achieve beneficial 

results. Could you explain how it has significance in this docket? 

A. Yes. Effective competition is present when a market is free of substantial barriers to entry 

and exit and when no firm or consortium of firms in it has enough market power to set or 

strongly influence market prices. This implies that there are multiple firms operating in 

the market, selling essentially the same product for prices determined by market forces. 

Each such firm is largely unable to set its own prices; rather, it must take as a given the 

level of prices determined in the market place. (If the firm attempts to charge more than 

this market-determined price level, it will lose virtually all its customers.) 

I agree with the official position statement adopted by the National Association of 

Regulatory Utility Commissioners (NARUC), as set forth below: 
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The framework for transitioning to industry-wide competition must be 
properly laid or we risk having unregulated monopolies, increasing 
telephone rates, decreasing subscription levels, diminishing quality of 
service, and infrastructure dis-investment for some areas. Because of the 
incentives and opportunities for dominant providers to frustrate 
competition, there must continue to be oversight of the transition .... The 
development of competition is a time-intensive, pro-active effort. 
Removing statutory and legal barriers to entry is the first step. However, 
the subsequent steps which will actually allow competition to develop will 
be where the h'ard work lies. [NARUC Bulletin No. 48, November 28, 
1994, p. 5.1 

# 

Only if there is effective competition will consumers be able to reap the full benefits of 

competitive delivery of local telephone service. 

Q. You have been distinguishing between the mere presence of competitors and an 

effectively competitive market. Would you please elaborate on this distinction? 

Yes. It issometimes assumed that a market is competitive if it contains more than one 

firm. However, the mere presence or absence of multiple firms does not determine 

whether the public is receiving full benefits of true competition. Effective competition is 

present when a market is fiee of substantial barriers to entry and exit and when no firm or 

consortium of firms has enough market power to set or strongly influence market prices. 

Both buyers and sellers must view price as a given. All participants in the market must 

behave as if market prices are unaffected by their own decisions regarding how much 

they should purchase or produce. 

A. 

If either buyers or sellers recognize that they can control prices, competitive 

conditions do not prevail. The greater the degree of control which can be exercised, the 

less competitive forces will prevail. Usually, four conditions are considered sufficient to 

assure that sellers will behave as "price takers," or effectively competitive with each 

other. If any one of these conditions is largely or entirely absent, the prospects for 

effective competition are diminished or eliminated. 
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First, no one firm can have a dominant share of the market. If a firrn engages in 

price leadership, dominant firm pricing, or price discrimination, its behavior is 

inconsistent with competitive behavior. This condition is violated in markets where a 

carrier's market share is substantially greater than that of all its competitors combined. 

Second, the offixings of the supplying firms must be reasonably uniform or 

similar from the perspective of the buyers in the market. If consumers view a particular 

product or service as uniquely preferable to the alternatives offered by other firms, the 

supplying firm will not need to behave as a "price taker." A similar problem can arise if 

consumers are reluctant to change suppliers even in the face of substantial inducements 

(e.g. lower prices). 

Third, the number of supplying firms must be large enough so that the total 

amount supplied to the market cannot be restricted. It always is in the interest of suppliers 

to limit the total amount supplied to the market, because by limiting supply, they can 

charge a higher rate and earn greater returns (economic profits) than under the conditions 

of competition. 

Fourth, as noted in the criteria cited above, firms must be free to enter and exit the 

industry. If any firm decides to produce the service, no substantial legal, financial, or 

other barrier must stand in its way. Patents or trademarks (such as brand names) and other 

legal barriers can preclude effective entry. 

Q. 

A. 

How do you determine whether effective competition has developed? 

If any one of the conditions just discussed is largely or entirely absent, the prospects for 

effective competition are diminished or eliminated. Market dominance and the ability to 

exercise market power--not the mere presence of alternative suppliers--are the key issues 

in deciding whether or not effective competition has emerged or is emerging. Thus, a 

logical first step in evaluating the extent of competition is to evaluate relative market 

shares. If the incumbent continues to enjoy an overwhelmingly large market share, 
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relative to the new entrants, it would not be appropriate to assume that competition is 

effective, and deregulation would be premature. Unless and until the incumbent’s market 

power is eroded, the continued regulatory oversight provided by state commissions and 

the FCC provides valuable protection from this power. Policy makers at both the state and 

federal level have taken steps to move telecommunications markets towards effective 

competition; however, that doesn’t necessarily indicate that the transition to effective 

competition has yet been achieved in any particular case, or that regulatory protections 

should yet be removed. 

Q. Incumbent LECs have claimed in other venues that high market share does “not 

necessarily’’ indicate market power. Would you please comment? 

Yes. Economic theory demonstrates that there is generally a direct relationship between 

market share and market power: i.e., the larger its market share, the greater a firm’s ability 

A. 

to exercise.market power and earn excess profits and/or pursue strategies for sustaining 

its dominant position in the market. In the extreme situation, a single firm controlling 

100% of the market (i.e., a pure monopolist) will typically have great market power, often 

allowing it to earn monopoly profits by establishing prices well above marginal cost 

and/or engaging in price discrimination. Of course, there are exceptions to this general 

principle. Consider, for instance, a firm that controls 100% of the market for a product or 

service for which there is little or no demand. If it is forced to sell below cost in order to 

generate any sales, it obviously won’t be able to generate monopoly profits, and thus it is 

fair to say that it doesn’t benefit from market power. 

However, in most markets, including most telecommunications services markets, 

ample demand exists, and few substitutes exist. Hence, a high level of market share 

translates directly into a high degree of market power. And, of course, market shares 

below 100% can still confer considerable market power, particularly where customer 

allegiances are slow to change. 
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For instance, by controlling 60% of a particular market while the remaining 40% 

is divided equally among a dozen firms, a firm is likely to have substantial influence over 

pricing and output within a market. Such a market, while technically populated with a 

reasonable number of competitors, may be little better than an unregulated monopoly in 

terms of its outcome. The extent to which such a market approaches effective competition 

will depend upon other variables, including the extent of barriers to entry and exit and the 

extent to which customers fluidly move between suppliers or tend to “stay” with a single 
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Thus, I agree that market share is not the only factor to consider. But, most of the 

studies in economics which attempt to analyze or measure market power focus on 

concentration ratios (the percentage of industry sales, output, employment, etc. claimed 

by a given number of firms--typically four or eight). While they do not provide the 

complete picture, concentration ratios are very important, since they provide a practical 

indicator of market power. 
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If the results of this examination suggest that the incumbent’s market dominance has 

eroded substantially, then a review of other factors would be appropriate, including the 

extent of barriers to entry and exit, the extent to which customers consider the offerings 

of different firms to be close substitutes, the willingness of customers to change suppliers 

in response to price and quality diffiences, and so forth. The appropriate regulatory 

response (potentially including a substantial degree of deregulation) would depend upon 
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proving that the service or group of services is competitive. Under current rules, pricing 

of competitive telecommunications services must be at or below the maximum tariffed 

rate, and at or above TSLRIC. [R- 14-2- 1 109, A.A.C.]. Price changes that fall within this 

range become effective with concurrent notice to the Commission. [Id.]. Competitive 

Telecommunications Services are defined as: “any telecommunications service where 

customers of the service within the relevant market have or are likely to have’reasonably 

available alternatives”. [R- 14-2- 1 102, A.A.C.]. Relevant Market is defined as: 

Where buyers and sellers of a specific service or product, or of a group of 
services or products, come together to engage in transactions. For 
telecommunications services, the relevant market may be identified on a 
service-by-service basis, a group basis, and/or by geographic location. 
[Id.]. 

. Although the definition of “relevant market” appears to contemplate differentiating 

competitive conditions by geographic area, the remainder of the rules seem to indicate 

otherwise. Nowhere in the rules is there a specific provision which expressly allows a 

service to be classified as competitive in one geographic area while remaining regulated 

in the remainder of the state. Thus, even if competition for a particular service were to 

become quite intense in downtown Phoenix, there is no clear process available for 

obtaining competitive status for a service in that one particular area. Whatever the 

original intent, until competition advances throughout the entire state, pricing flexibility 

would be difficult, if not impossible, to obtain under the existing rules. 

Q. Would you briefly summarize US West’s “competitive zone” plan as you understand 

it? 

Yes. US West proposes to scrap the current method for moving services from protected 

to competitive status. US West is requesting approval for a new system, by which it can 

designate as a “competitive zone” any wire center that has a competitive presence. 
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Within such a zone, all services except local residence exchange would have price 

ceilings set at double the price in effect at the time the rate case is concluded. The basic 

local residence service rate would be capped at $19. Price floors, except for basic 

residence service, would be set at TSLRIC. Between floors and ceilings, pricing would 

be fully flexible and any rate could be instantly changed on concurrent notice to the 

Commission. [Teitzel, Original Direct, p. 201 

Q. 

A. 

How does the Company define a “competitive zone”? 

As explained by US West witness David Teitzel, under the Company’s proposal a 

competitive zone could be established if any one of the following criteria is met: 1) A 

competitor has facilities in place and is marketing or offering services in competition with 

US West; 2) A reseller is marketing or offering services in competition with US West; or 

3) A competitor is marketing or offering services through the provision of unbundled 

network elements purchased from US West. [Id., p. 181. Stated differently, a wire center 

could be declared a “competitive zone” the moment another firm begins marketing or 

offering services in competition with US West, regardless of the scope of their offerings, 

the extent to which customers have responded to the offerings, or the method being used 

to provide these offerings. 

Q. 

A. 

Would competitive status extend to all services within the qualifying wire center? 

Apparently so, except that business and residence services would apparently be looked at 

separately. Mr. Teitzel states: “once an area is designated as a competitive zone, all 
services offered by US West will be afforded the flexibility outlined above”. [Id., p. 191. 

Later, he clarifies that pricing flexibility will be limited to residence services, if the only 

competition in the zone is for residence customers. Similarly, pricing flexibility will be 

limited to business services if competitors are only pursuing business customers. [Id.]. 

a 
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Q. Under the Company’s proposal, would the pricing floor for a service be set at its 

individual TSLRIC? 

A. No. According to Mr. Teitzel the floors would be set on the basis of total regulated 

service costs, and individual services could be priced lower than their TSLRIC as long as 

total revenues covered total costs in the zone. He states: 

The price floor for all services will be TSLRIC, with the exception 
of residence Basic Exchange Service. Prices for specific services 
may be offered below Total Service Long Run Incremental Cost 
(TSLRIC) in competitive zones only as long as the total revenue 
for the customer or group of customers is above TSLRIC. Only 
regulated costs will be used to make this determination. [Id., p. 201. 

Q. 

A. 

Could the Company offer zone-specific promotional rates? 

Yes, such rates could be offered at will. Furthermore, all new services would be 

automatically treated as “competitive” [Id., p. 231, and US West’s current tariff-filing 

rules would be changed to mirror those of the competition (no more service-specific 

filings, no more 30-clay waiting period). 

Q. 

A. 

What is the Company’s rationale for requesting implementation of this plan? 

The Company is requesting a new regulatory plan “because of the increased competition 

US West is facing in virtually all of its markets ...” [Alcott, Original Direct, p. i]. The 

Company asserts that pricing flexibility is crucial to recovering its alleged revenue 

deficiency. [Alcott, Original Direct, p. i] 

Q. What evidence has US West provided quantifying the extent to which it is facing 

increased competition? 

Reductions in market share are the primary quantitative method used by economists to 

judge the extent to which competition has increased in a particular market. US West has 

A. 
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not provided any evidence concerning the extent to which it has lost market share in any 

Arizona markets. 

In his direct testimony, Mr. Teitzel points out that the Commission has received 

65 applications from potential CLECs since the passage of the 1996 Act [Teitzel, Original 

Direct, p. 31, that US West has signed interconnection and/or resale agreements with 

more than 50 companies [Id., p. 41, and that Cox Cable is providing phone service to 

more than 5,000 customers [Id., p. 51; he also provides the following specifics regarding 

competition in several Arizona markets: 

Phoenix 

0 50 single and multi-tenant buildings connected to MCI’s network; 
0 1 50 single and multi-tenant buildings connected to AT&T/TCG’s network; 

30 to 45 buildings connected to Electric Lightwave’s network; 

15 to 25 buildings connected to GST’s network; 

2,300 customers served by other CLEC’s. 

0 

Tucson 

Brooks Fiber providing service to an unstated number of customers through a 

GST providing long-haul and local business services to an unstated number of 

e.spire providing high capacity data services and local switched services to an 

7 other companies providing unstated services to an unstated number of 

combination of use of its own switch, and resold services; 
0 

customers; 
0 

unstated number of business customers; 

customers. 
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In addition to these specifics, US West argues that the financial strength and high tech 

networks of some of its competitors, as well as competitors’ plans to target low cost, high 

revenue customers, puts US West at a significant competitive disadvantage. 

Q. Has U S West provided any additional information that sheds light on the status of 

competition in Arizona? 

Yes. Mr. Teitzel, in his supplemental direct testimony, reports that the company’s 

interconnection commitments have grown from 50, as he had reported 15 months earlier, 

to more than 80. [Teitzel, Supplemental Direct, p. 291 “Telco hotels” and DSL-type 

services have grown in popularity among telecommunications firms and consumers 

respectively. Telco hotels locate the switching facilities of a number of competing firms 

in building, creating easy access for firms to any number of existing fiber networks. As a 

result of growth in this area, U S West has reportedly seen access revenues decrease. The 

company has also seen more and more residential and business consumers choose to 

purchase DSL lines from competing carriers rather purchasing an additional access line 

from U S West. Mr. Teitzel feels like growth in these services have allowed CLECs to 

get their “foot in the door,” enabling them to compete away Internet, long-distance, and 

wireless business from U S West through the bundling of services. [Id., p. 281 

A. 

Mr. Teitzel outlines the growth and marketing strategies of a variety of 

competitors in the Phoenix and Tucson markets. He cites an August 1999 issue of X- 

Change magazine in which an AT&T executive states, “total sales have tripled from 

September 1998 to today, just for Phoenix.” [Id., p. 51 MCI WorldCom is making 

personnel and facilities improvements in order to attract “lucrative business from the 

Camelback Corridor.” [Id., p. 7-81 “ELI has invested in network expansion, entered into 

partnerships with other providers, and swapped facilities in order to offer business 

consumers a broad menu of telecommunications services from a single source.” [Id., p. 81 
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Q. 

A. 

Q. 

A. 

GST offers a variety of bundled services to its Arizona customers including local, long- 

distance, Internet, Voice Mail, and ISDN. [Id., p. 101 Cox has expanded its Digital 

Telephone service to reach 200,000 consumers in the Phoenix area. In addition, it 

competes with U S West in marketing for local, high-end, calling card, and custom 

calling services. Lastly, e.spire has seen good growth in its revenues, facilities-based 

access lines, and service suite. It, along with 13 other cited firms, are “major” 

competitors in the Phoenix and Tucson markets. 

Mr. Teitzel concludes by providing exhibits outlining U S West losses of business 

access lines and local telephone numbers and the simultaneous growth in the number of 

UNE local loops, resold residential and business services, CLEC local minutes of use, 

and cellular service minutes of use. [Id., Exhibit DLT 38 - Exhibit DLT 441 

Do you know what services are being provided by competitors to the Phoenix 

buildings cited by Mr. Teitzel in his original direct testimony? 

It appears that the estimated number of buildings for each competitor came from an 

independent report prepared for the Company. The report was prepared sometime in 

1998, and analyzed the state of competition in Phoenix’s high capacity 

telecommunications market. Therefore, I assume the services being provided are 

primarily high capacity (DS 1 and above) services. 

What wire centers in Phoenix and Tucson does the Company initially propose to 

declare as competitive zones? 

As shown on Schedule 1, in Phoenix, US West proposes to designate 15 wire centers as 

business competitive, 2 wire centers as residence competitive, and 21 as both residence 

and business competitive. In Tucson, the Company proposes to designate 1 1 wire centers 

as business competitive. [Teitzel, Original Direct, pp. 20-2 1 , Supplemental Direct, p. 351 
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Q* 
A. 

Q* 
A. 

Q* 

A. 

Do you agree with US West’s plan for ‘‘competitive zones”? 

No. I believe that competition in the telecommunications industry can be of great benefit 

to consumers and to society in general, and I am sympathetic to US West’s desire to gain 

increased pricing freedom to respond to competitive pressures. Nevertheless, in my 

opinion US West’s “competitive zone” plan holds great dangers for ratepayers and should 

be rejected in the form proposed. 

What are the major problems with US West’s plan? 

I see three major problems. First, the criteria for designation as a competitive zone are so 

weak as to be meaningless. Second, the degree of pricing flexibility proposed is 

effectively a carte bZanche, lacking any reasonable constraints. Third, while shifting the 

basis of competitive classification from a service basis to a geographic zone basis has 

some merit, it also creates the danger of prematurely deregulating services that continue 

to be monopolized by US West. 

Please discuss the first of these problems. Why do you consider the criteria to be too 

weak? 

If these proposed criteria were accepted, the Company could declare as a competitive 

zone any wire center in which at least one potential competitor has offered at least one 

service to at least one customer+r simply advertised that service is available. 

As stated by Mr. Teitzel, under the Company’s plan, all that is necessary for a 

competitive zone designation is the promotion or marketing of a service in competition 

with the Company. The competitor need not have convinced a single customer to sign up 

for its offering, or, indeed, be capable of actually providing service of equal quality to 

that offered by the Company. Similarly, the service which is being marketed by a 

competitor doesn’t even need to be a close substitute for US West’s services. For that 

matter, even if the competitor’s offering was limited to one or two services, it could 
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trigger competitive zone status for dozens or hundreds of US West services, including 

those for which no meaningful competitive alternative exists. 

Also, no distinction is made between mere resale competition, in which another 

firm purchases services from US West at a wholesale discount and offers to them to retail 

customers under its own brand name, pnd the more intensive forms of competition 

engaged in by firms that install some or all of their own facilities. This can be an 

important distinction, because with resale competition, any price increases by US West 

will directly and immediately impact the prices paid by resellers. While resale 

competition has some benefits to the public, it certainly doesn’t impose any downward 

constraint on US West’s pricing behavior, and it certainly doesn’t provide an adequate 

substitute for traditional rate of return regulation in protecting customers from monopoly 

pricing abuses. 

Regardless of the extent or nature of the competition faced by US West, within the 

areas which are declared to be competitive zones, the Company’s prices would be largely 

deregulated. It would be free to drastically raise prices for any and all of its services. 

Although basic residence local exchange would be capped at $19 and the prices of other 

services couldn’t be increased by more than 100%’ this is small comfort for customers 

who have traditionally been protected from the slightest degree of monopoly price 

gouging through detailed price regulation procedures. 

Under US West’s proposals, it would gain tremendous pricing freedom even if it 

continues to dominate the market and even if many customers continue to perceive it as 

the only viable provider of vitally important telecommunications services. 

This proposal contrasts sharply with the approach to pricing freedom which has 

historically been followed by the FCC and most state regulatory commissions. For 

instance, in the interstate long distance market, AT&T continued to be regulated as a 

“dominant” carrier until fairly recently. AT&T wasn’t given the degree of pricing 

freedom that US West is seeking until long after its competitors had become firmly 
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entrenched in the market, and AT&T’s market share had declined below 60%. 

While there is certainly room to debate when, and to what extent, pricing freedom 

should be granted to a dominant carrier, US West’s proposal represents far too severe and 

drastic a change in regulatory policy for this early stage in the evolution towards 

increased competition. Until market conditions have reached the point where US West’s 

market power is greatly diminished, and competitors effectively prevent the Company 

from exploiting its dominant market position, the Commission should continue to 

regulate US West’s prices-particularly with regard to price increases. 

Q. The Company claims that dozens of carriers are now competing with US West in 

Arizona. How substantial is the competition? 

If one judges by the number of announced competitors, it may seem substantial. 

However, if one judges by the extent to which these firms have actually entered the 

market and are actually persuading customers to try new carriers, the situation looks far 

different. 

A. 

The sheer number of announced competitors by itself reveals very little at this 

early juncture. A lone whale doesn’t get much competition from a school of minnows. 

Depending upon how many actual customers these firms have obtained, the level of 

revenues they are generating, and the extent to which these customers are profitable to 

serve (and thus the competitors are likely to remain viable) one can reach vastly different 

conclusions about the actual status of a market. 

Consider, for example, how the situation would differ if new entrants are forced to 

sell their services below cost in order to overcome customer inertia, or to overcome 

customers’ perception that US West’s offerings are the “safest” and most reliable choice. 

Under these circumstances, the economic barriers to entry may remain quite high, despite 

the nominal presence of a large number of entrants. The telling detail would be the extent 

to which the new firms have gained market share, and are likely to soon grow large 
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enough to truly challenge US West’s dominant position in the market. 

In judging the extent to which barriers to entry have declined, the market share of 

the combined competitors--and the distribution of that market share in various geographic 

submarkets-can reveal much about the true state of the market. 

Q. 

A. 

What is US West’s current market share in Arizona? 

Nowhere in its prefiled case does the Company supply any evidence concerning this vital 

indicator of competitive conditions. However, internal documents and data supplied by 

the Company in response to discovery confirm the obvious-the Company continues to 

enjoy quasi-monopoly status in most markets. For example, US West periodically 

prepares a Competitive Report for internal use, which was provided in response to 

discovery. The most recent report I have seen indicates that, as of May 2000, the 

Company’s statewide residential market share was ***Proprietary 

Proprietary*** [Response to RUCO 30-0011 This provides an indication of the overall 

extent of competition in the state. However, this percentage was developed using a rather 

generous definition of “competition” which includes wireless carriers and resellers. Many 

customers consider wireless service to be complementary to traditional wireline service, 

rather than considering it to be a substitute or competitive alternative. And, while 

resellers compete with US West, they continue to provide substantial wholesale revenues 

to US West, and they are limited in the extent to which they can place the Company 

under competitive pressure. 

Q. US West wants to initially classify as competitive 47 wire centers for business 

customers and 23 wire centers for residence customers. Has the Company provided 

its market share in these particular locations? 

No. US West apparently does not separately track market share for each wire center, nor 

has the Company provided any estimates of its overall market share in the wire centers it 

A. 
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Q* 

A. 

wants to immediately classify as “competitive.” While the Company has provided some ‘ 

limited information about competitive activity in these locations, the information 

provided isn’t sufficient to conclude that competitive pressures are significantly greater in 

these wire centers than in other parts of the state, much less that competitive pressures 

have increased to the point where increased pricing flexibility is justified. 

For instance, discovery responses provided by US West in this proceeding 

indicate that the Company has ***Proprietary 

lines in the 23 wire centers that the Company proposes to immediately classify as 

competitive. [See Response to RUCO 30-0021. This represents approximately 

***Proprietary 

contrast, competitive resellers are using ***Proprietary 

Company’s residential 1FR lines in these 23 wire centers, as of June 2,2000. [Response 

Proprietary*** residence access 

Proprietary*** of US West’s total residential access lines. In 

Proprietary*** of the 

to RUCO 30-0041. This represents approximately ***Proprietary 

of the ***Proprietary 

the level of resale competition is slightly higher in these wire centers, it certainly couldn’t 

be considered significantly more intense than the level of resale competition in other parts 

of the statg. 

Proprietary*** 

Proprietary*** such lines being resold statewide. While 

Have you attempted to develop a rough estimate of US West’s current residential 

market share in the wire centers it wishes to immediately declare to be “competition 

zones”? 

Yes. I have used information provided by US West through the discovery process, to 

estimate the Company’s market share in the wire centers it wants to immediately convert 

to competitive zones. The most detailed information available is for the number of resold 

services by wire center. As of June 2,2000, ***Proprietary 

West residential lines were being resold by competitors in the 23 wire centers. [Response 

to RUCO 30-0041. As of June 1,2000, ***Proprietary 

Proprietary*** US 

Proprietary*** 
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telephone numbers in these 23 wire centers were ported to facilities-based competitors, 

including both business and residential customers. [Response to RUCO 30-0061. 

Similarly, ***Proprietary 

(“LIS”) trunks were purchased by competitors fiom US West, for use in providing service 

to both residence and business customers. [Response to RUCO 30-0071. Another 

indication of the magnitude of competitive activity is the fact that just ***Proprietary 

Proprietary*** Local Interconnection Service 

Proprietary*** unbundled loops were being used by competitors to serve business 

and residence customers in these 23 wire centers. [Response to RUCO 30-0051. 

After considering these statistics and others, I estimate that competitors were 

probably providing service to roughly ***Proprietary 

residential lines in these 23 wire centers, as of May 2000. The data suggests that more 

than four years after passage of the 1996 Telecom Act, the trend towards increased 

competition is still in its infancy. US West continues. to overwhelmingly dominate the 

picture, with an overall residential market share which remains close to ***Proprietary 

Proprietary***, even in the wire centers where it claims competitive pressures are 

Proprietary*** or fewer 

the most intense. 

Q. 

A. 

What is your overall impression of the status of competition in Arizona local 

exchange markets? 

Perhaps the 49 wire centers identified by the Company have seen more competitive 

activity than some other parts of the state, but even in these areas, the trend towards 

increased competition is at a very early stage. I expect competitors will continue to refine 

their business plans, and will increasingly gain credibility with customers. Over time, 

they can be expected to provide an increasingly more significant competitive challenge to 

US West. However, even the most generous interpretation of the market data suggests 

that competitive entry is not an easy process, and it will be quite a while before US West 

no longer dominates the market in most parts of the state. 
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If the existing system of regulation were truly hamstringing US West’s ability to 

respond to competitive pressures, if barriers to entry had‘truly declined by as much as the 

Company implies, and if asymmetrical regulation were truly placing the company at a 

severe disadvantage (e.g., because the Company can’t cut prices in response to 

Competitors), the competitors’ market share would be much larger, and the Company’s 

share of the market would be declining much more rapidly than it actually has. 

While the data supplied by the Company has limitations and ambiguities which 

make it difficult to fully evaluate market conditions, it is more than sufficient to confirm 

the obvious: it is not yet time to being thinking about deregulating the Company, or 

providing it with the type of extreme pricing flexibility that it seeks in this proceeding. 

US West continues to enjoy a dominant share of most Arizona telecommunications 

market, and its competitors are far too small to provide an adequate substitute for 

continued regulatory oversight by the Commission. 

Q. Would you please elaborate upon why the current market share data argues against 

giving US West the pricing flexibility it seeks? 

Yes. An effectively competitive market cannot emerge until barriers to entry have been 

lowered and customers perceive the competitive offerings as adequate substitutes for the 

services provided by the dominant carrier. The extent to which barriers to entry persist, 

and the extent to which customers accept the competitive offerings as viable substitutes 

for those of US West is shown by, inter alia, by the way they behave in the marketplace. 

Until customers actually change carriers, and are satisfied with the service provided by 

the new entrants, there is no empirical basis for assuming that the market has successfully 

completed the transition fiom monopoly conditions to effective competition. 

A. 

Legal barriers to entry were largely eliminated with passage of the 1996 Federal 

Act, and many economic and technical barriers to entry are being reduced over time. 

However, this does not mean that the remaining barriers to entry are insignificant. To the 
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contrary: the 1996 Federal Act is now more than four years old, yet the transition to 

effective competition is still at a relatively early stage. This is confirmed by many 

indicators, including the fact that very few customers have ever seriously contemplated 

changing their local carrier, and the fact that the total number of competitive local 

exchange carriers operating in Arizona is much lower than the analogous number of 

competitive long distance providers. 

Even more tellingly, local competitors have not yet enjoyed much success in 

actually penetrating the local exchange market, developing a market presence, gaining 

customers, or building revenues. Despite all the rhetoric and impressive sounding 

announcements, the actual level of market penetration is very modest, as indicated by the 

Company’s market share. 

The mere fact that a certain number of “warm bodies” have shown up and 

announced their intention to offer local telephone service is not indicative of the extent to 

which meaningful “entry” is actually occurring or the extent to which customers are 

willing to accept these firms’ offerings as viable substitutes for those of their existing 

carrier. It is one thing to claim that a market is potentially “contestable”; it is another (and 

far more significant) thing to show that barriers to entry have largely or entirely been 

eliminated, or to show that the market is in fact being successfully contested. 

Government price regulation has historically been imposed on firms like US West 

as a substitute for effective competition. In fact, one of the key economic principles 

underlying traditional rate of return regulation was the premise that regulation should 

attempt to simulate the results of effective competition. The mere presence of new 

entrants is not sufficient to justify eliminating the protections afforded by regulation. 

Regulation should be relaxed, or withdrawn, as competitive conditions intensify to the 

point where customers no longer need the protections it affords. Stated differently, as 

market conditions evolve, providing customers with more and more of the benefits of 

effective competition, (including protection from price gouging), the role of regulation 
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should evolve and diminish. But, regulatory protections should not be removed 

prematurely. 

Q. What is your opinion concerning the sort of retail market share that US West would 

be expected to retain if barriers to entry didn’t exist, and conditions were ripe for a 

rapid transition to a fully competitive market? 

Because the local telecommunications markets are evolving and no clear precedents exist, A. 

no one can say for sure. However, there are some indicators. For example, a survey by 

People’s Choice provides an indication of the potential distribution of market shares that 

could be expected once an effectively competitive telecom market is established: if given 

a free choice of carrier, only 63.5% of residence customers would stay with their 

incumbent carrier. The rest would migrate to an IXC, competing utility, or cable 

company. [Public UtiZities Fortnightly, January 1, 1998, p. 15.1 This finding is consistent 

with the actual state of the long-distance market, in which the incumbent (AT&T) has 

steadily lost market share over the past 13 years and now commands barely half. [FCC 

Long Distance Market Share Report, 4th Quarter 1998, released 3/99.] 

Admittedly, local and long-distance markets have different characteristics, but 

these survey figures are consistent with what one would expect. There are few, if any 

markets, in which customers all freely choose the same supplier. Where viable 

alternatives exist, customers tend to pick different suppliers based upon their individual 

tastes and preferences. Conversely, in markets where a single supplier enjoys an 

overwhelmingly dominant market share, barriers to entry typically exist, or the dominant 

carrier enjoys the benefits of patent protections, market inertia, or other factors which 

diminish the effectiveness of the competitive process. 

In my opinion, technical, legal and economic barriers to entry largely explain the 

reason by so few customers have tried another local carrier. Otherwise, it would be 

reasonable to expect US West to have already lost somewhere between one-third and one- 
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half of its retail business. Stated differently, if Phoenix customers truly believed that they 

can freely choose amongst a variety of different local telecommunications vendors, one 

would not see ***Proprietary Proprietary*** of the customers remaining with a 

single supplier. 

Q. It could be argued that market share data are backward-looking and fail to reflect 

the extent of current and prospective competition. Do you agree? 

No. In my opinion, market share and market concentration data can provide extremely 

useful information in the current context, provided that consideration is also given to 

trends in that data. The evidence available in this proceeding indicates that US West 

continues to enjoy an overwhelmingly large share of most markets. The potential exists 

for US West to abuse its market power, or to obstruct the trend towards increased 

competition, if the regulatory constraints were removed prematurely. Of course, the door 

should remain open for US West to provide the Commission with updated, more 

complete information concerning competitive conditions. At some point in the future, 

there may be evidence that US West’s market share has severely declined in a particular 

area, and that it is continuing to decline rapidly. Evidence of that sort would offer greater 

assurance that US West’s market power has been sufficiently diluted to just@ reduced 

regulation within that particular market. 

A. 

Q. Would you now elaborate on the second problem you found with US West’s 

plan-that the degree of pricing flexibility proposed is far too great? 

Yes. The Company proposes that it be given total flexibility within a broadly defined 

range. For all services except residence Basic Exchange, the ceiling would be double the 

rate established in this proceeding and the floor would be TSLRIC [Teitzel Direct 

Testimony, p. 18.1 While the establishment of ceiling and floor prices is reminiscent of a 

price-cap approach to regulation, this proposal is not a normal price-cap system and it 

A. 
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would provide far too much pricing flexibility. 

Q. 

A. 

How does a normal price-cap system work? 

A typical price-cap regulatory system has four basic characteristics: First, the regulator 

establishes an acceptable set of initial prices, which can be thought of as the starting point 

for the price cap system. Often, these are existing prices, established using traditional rate 

of return procedures, but some of the prices may have specifically been reduced during 

the process of establishing the price cap system. For example, in an effort to convince 

regulators to change to a price cap method of regulation, the carrier may voluntarily agree 

to reduce the initial rates below the level which would otherwise be charged. 

Second, in a multiproduct industry, the regulator may not impose a strict 

limitation on the maximum price for each and every service. Rather, it may group related 

services and products into distinct categories, sometimes referred to as "baskets." An 

overall ceiling is established for the prices that can be charged in the aggregate for all of 

the services or service elements within each basket. This is typically accomplished by 

calculating a weighted average of the current or anticipated prices of the various items. 

The firm is typically allowed to change prices for the individual items (raising some and 

lowering others) as long as the aggregate index, or weighted average of prices, does not 

exceed the aggregate price cap index established by the regulator for that particular 

basket. 

Third, the regulator may adjust the price cap over time by a predetermined 

adjustment factor external to the firm. Ideally, the cap is tied to an index of industry-wide 

input prices and industry-wide productivity. The idea is to have prices change over time 

in a manner that simulates the pattern in competitive markets, where the market-clearing 

price level will reflect the net effect of input cost inflation, which tends to push costs and 

prices upward, and technological improvements and productivity increases within the 

industry, which tend to push costs and prices downward. 
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Fourth, rather than deal with breakdowns in the price cap system on a purely ad 

hoc or emergency basis, regulators typically provide for a periodic review of the system 

at set intervals. At such times, the effects of the price cap formula are reviewed by the 

regulator and the price cap changed or the system modified as needed. The review usually 

focuses upon the profit conditions of the firm, much like a traditional rate case, although 

attention may focus on the achieved return on equity, rather than on the return on rate 

base. In many instances the review process includes a provision for revenue sharing 

(further reducing prices when profits are high). Performance standards and quality may 

also be monitored. 

' 

Q. 

A. 

What is the main goal of a price cap system as an alternative form of regulation? 

The main goal of a price cap formula is to eliminate, or at least weaken, the linkage 

between cost and rates, without greatly deviating from the desirable results which would 

normally be anticipated under traditional regulation or, for that matter, under effective 

competition (since traditional regulation is designed to simulate the results of 

competition). Once the price cap is in place, it is fixed for a specified period, usually a 

year. In tum, the firm is expected to produce with the cost-minimizing input mix, invest 

in cost-effective innovation, and adjust optimally to changes in input cost conditions. The 

reason for this behavior is rooted in economic incentive. Since the firm is allowed to 

retain as profit (or, at least, a portion of the profit) any cost reductions achieved relative to 

the price cap, it will choose (in theory) to produce efficiently. 

With an appropriate price cap formula, prices are controlled by the price cap 

formula; in tum, this reflects the normal variations in the prices of inputs used by the 

firm, offset by the expected productivity improvements encompassed by the formula. 

This contrasts with traditional regulation, where prices remain constant between rate 

cases, and are varied within the context of a rate case based upon whatever changes have 

occurred in costs and productivity since the prior proceeding. 
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With a price cap system, prices are regulated by focusing on the changes in the 

overall level of costs that the firm faces (inflation of input costs), and subtracting the 

impact of productivity or expected productivity growth as it impacts the industry 

generally. Although the price cap should logically rise if the prices of a firm's inputs rise, 

the price cap is not linked directly to changes in the specific cost of service of the firm in 

question. Thus, Company-specific cost changes do not necessarily lead to price changes, 

and management is not given mixed incentives. 

Whenever management reduces costs, the benefits will immediately and directly 

flow to stockholders (since revenues and the price cap remain unchanged). The same can 

be said about traditional regulation between rate cases; however, when a rate case does 

occur, incentives are diluted, because these cost savings will be redirected to the benefit 

of ratepayers. Thus, one can argue that a price cap system provides stronger, more lasting 

incentives for management to cut costs and increase efficiency, at least in comparison 

with a scenario in which there are frequent rate cases, or the ever-present threat of a 

regulatory proceeding to roll back rates due to excess profits. 

Q. 
A. 

Are the beginning rates important under a price cap plan? 

Yes. The initial starting point, the base price, must be the "correct price" for a price cap 

system of regulation to yield optimal results. These rates are normally based on the same 

cost-of-sexvice and rate of return criteria used under traditional regulation. If the initial 

price cap is set too high, the firm may generate monopoly profits, unrelated to the skills 

and performances of its labor and management. If the price cap is set too low, the firm 

may incur losses or achieve a return which is far below its cost of capital. In that case, it 

will turn to the regulator in order to seek a higher price cap, abandonment of the price cap 

system, or other changes which will bail it out of its difficulties. Most regulators adopting 

price cap plans have either started with the firm's existing tariffs, or have required some 

downward reduction in those rates. 
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Under both effective competition and effective rate base regulation, profits will 

fluctuate in a range around the cost of capital. When initiating a system of price cap 

regulation, however, current profit levels are of special concern. If the firm is currently 

not earning its cost of capital, capping prices at their existing level may deny the firm an 

opportunity to overcome the existing deficiency, and thus hold profits below a normal 

level for many years into the future. The converse is also true. If current rates are yielding 

a return that is significantly above the cost of capital, by capping prices at the current 

level, excess profits may continue for many years into the hture. Under competitive 

conditions, these supra-normal retums would tend to disappear over time, as competition 

intensifies and economic conditions retum to normal. Under traditional regulation, excess 

returns will indirectly be. eliminated by the effects of input inflation if a rate case is not 

held, or directly by regulators if a rate case is held. Accordingly, in adopting a price-cap 

system, it is important to evaluate the current status of industry profits, and place these 

into perspective with some reference to historic trends, or capital cost information. 

Q. 

A. 

Why doesn’t US West’s proposal qualify as a normal price-cap system? 

The Company’s zone proposal contains none of the four key elements of a classic price- 

cap plan. Rather, it is essentially deregulates pricing of US West’s services within the 

designated zones. In practical terms, prices would not actually be capped, but instead 

would be determined by US West. If effective competition develops within the zone, 

prices may be constrained by the market, and could potentially decline in response to 

competitive pressures. For those services and market niches where effective competition 

is lacking, the Company would be free to jack prices up to monopoly levels-whatever the 

market will bear. Rarely, if ever, would the supposed ceiling price (double the current 

price) be a meaningful figure with any impact on actual prices. 

Why should the ceiling be twice the regulated rate? Why not set the ceiling equal 

to the rates established in this proceeding? The Company contends that competitive 
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pressures will provide the market discipline that will prevent it from engaging in 

monopoly price gouging. However, the Company’s criteria do not require actual 

competition (much less effective competition). The mere potential for competition is not 

enough to limit US West’s prices to reasonable levels. 

The evidence suggests that economic, technical and psychological factors make it 

difficult for new entrants to convince customers to change carriers. I don’t believe it is 

plausible to conclude that of the dozens or hundreds of announced competitors, none have 

chosen to do much with the opportunities presented by the 1996 Federal Act. A much 

more plausible explanation is that these firms are eager to take customers away from US 

West, but economic and technical barriers to entry remain quite substantial, making it 

difficult for them to convert customers. 

The implied argument underlying US West’s proposal is that it is so hamstrung by 

regulation that it can’t compete effectively unless it gets zone-specific pricing flexibility 

that is essentially unlimited. There is no factual support for this line of reasoning. If new 

firms could quickly and easily convince US West’s customers to change carriers, and if 

US West were truly a helpless giant that is precluded by regulation from defending itself, 

the market share data would look much different than they do, more than four years after 

passage of the 1996 Federal Act. 

Q. Please explain your third objection to the Company’s plan. Are there potential 

problems with shifting the basis of competitive classification from a service basis to a 

geographic zone basis? 

Yes. The competitive zone approach proposed by US West would greatly increase its 

freedom to engage in price discrimination, and potentially allow it to use its market 

power to slow the transition to effective competition. Traditionally, carriers have not been 

allowed to charge drastically different prices for the same service, merely due to 

differences in geographic location. For a substantial geographic difference in price to be 

A, 
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justified, regulators have typically looked to see if there were substantial differences in 

cost, or differences in the quality of the service being provided (e.g. the number of 

subscribers who can be reached without paying a toll charge). Absent such justification, 

regulators have typically prohibited substantial geographic price differences, in an effort 

to prevent undue price discrimination.. 

Naturally, US West would greatly benefit from increased fi-eedom to cut prices in 

areas where it faces greater competitive pressures, without being required to also cut 

prices in other areas. As I explained earlier, this sort of geographically targeted pricing 

flexibility does not seem to be allowed under the current system. For example, in order to 

match Cox Cable’s low price on second residential lines, the Company might need to 

reduce its price for second lines in every part of the state. Under its competitive zone 

proposal, however, it could simply cut the price in areas served by Cox Cable-or even 

further limit the price reduction to specific wire centers where customers seem to be 

particularly responsive to competitive offerings. 

However, this freedom can also be abused. Rather than simply responding to 

market forces, the Company could use the increased fi-eedom to squelch competition in its 

nascent stages. For instance, it could engage in discriminatory pricing to intimidate or 

destroy the profitability of new entrants on a highly targeted basis. US West could punish 

firms that attempt to enter its markets, and it could engage in a variety of other 

anticompetitive pricing patterns that would discourage growth of competitors and sustain 

its monopoly power. Under the terms of its proposed pricing plan, the Company would 

have unlimited freedom (within competitive zones) to offer deeply discounted prices to 

customers that decide to try a competitor, it could offer deep discounts to those niche 

markets that are most willing to try new carriers, and it could engage in a variety of other 

highly targeted patterns of competitive activity, while keeping prices high for its more 

captive customers. US West would also be allowed to raise the rates it charges those 

customers who are least likely to change carriers, thereby generating higher profit 
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margins. 

Competitive pressures will tend to be strongest where margins are perceived to be 

the highest and/or barriers to entry are the lowest. These factors tend to create strong 

incentives for the incumbent carrier to reduce prices in the markets where margins are 

high, or barriers to entry are relatively low, or both. Conversely, where competitive 

pressures are weakest, either because margins are lower, or because barriers to entry are 

higher, or both, the incumbent may attempt to raise prices. That is, the unevenness of 

competitive pressure may encourage the incumbent carrier to make an effort to reprice its 

less competitive rates in an effort to sustain profitability in the face of price reductions in 

the more competitive markets. Simply stated, without regulatory constraints and without 

effective competition, US West would be fi-ee to charge “what the market will bear,” and 

it will have an incentive to increase rates in those markets where barriers to entry are 

highest, and to be very selective in lowering prices in other markets. 

Q. Earlier, you indicated that the Company’s proposal would enable it to engage in 

‘‘anticompetitive” pricing. Would you please elaborate on this point? 

Yes. As long as a firm like US West operates in widely varying markets and sub- 

markets, and it continues to enjoy quasi-monopoly conditions for some of its operations, 

it will have incentives to use the revenue from one or more of its quasi-monopoly markets 

to finance targeted price cuts in its more competitive markets. Whether or not this 

practice qualifies as “cross-subsidizing” as that term is technically applied in the 

economics literature, it can have several undesirable effects fi-om a public policy 

perspective. 

A. 

Broadly speaking, a problem arises whenever an integrated firm operating in both 

quasi-competitive and quasi-monopoly markets takes advantage of opportunities to shift 

costs from the former to the latter category, to overprice services in markets where it 

faces less competitive pressure, andor to underprice services in markets where it faces 

40 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO Staff, Docket No. T-0105 1 B-99-0 105 

greater competitive pressure. A generic term for these practices, including those which 

fall within the strict definition of cross-subsidization and those which do not, is 

anticompetitive pricing, meaning that the integrated firm is strategically pricing its 

services to exploit the market power it has in the less competitive markets. The goal may 

be to deter competitive entry, to gain a competitive advantage, or to maintain dominance 

in a potentially more competitive market. 

The most obviously troubling aspect of anticompetitive pricing involves 

overcharging customers in sub-markets where competitive pressures are weak. However, 

targeted price cuts can also have adverse effects on the public interest. Even if the 

Company were precluded from increasing prices in competitive zones, it could engage in 

discriminatory pricing activity which shifts the balance of prices in favor of certain 

businesses and geographic areas to the detriment of other businesses and areas. 

The potential adverse repercussions from giving US West unlimited pricing 

freedom are not limited to the potential for monopoly price gouging. Targeted price cuts 

can also have adverse effects on the public interest. For instance, the businesses and 

communities that aren’t offered lower prices can be placed at a disadvantage relative to 

those businesses and areas which are offered selective price cuts. Moreover, 

anticompetitive pricing can slow the pace of competitive entry and delay the time when 

the public enjoys the full benefits of effective competition. 

Another example of the potential for anticompetitive pricing practices is the 

possibility that US West will offer special discounts as an incentive to “lock” customers 

into long term contracts just as competitors are starting to penetrate a market. By 

prematurely declaring a competitive zone as competition just begins to emerge, the 

Company may be able “fence off’ customers through long term contracts, making it 

difficult for new carriers to gain market share and achieve adequate scale. 
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Q. What do you recommend the Commission do regarding US West’s competitive zone 

proposal? 

I recommend that the Commission reject US West’s proposal in its entirety. The proposed 

criteria for competitive designation are essentially meaningless, giving the Company far 

too much freedom to obtain pricing flexibility prematurely. If a single potential 

A. 

competitor were to begin marketing a single service, the Company might be eligible for 

pricing flexibility. The competitor does not even need to be providing the service, or 

capable of providing the service to a large numbers of customers. Even the feeblest 

marketing effort could trigger competitive zone status, giving the Company essentially 

unlimited pricing freedom for this service, plus others for which no absolutely 

competitive alternatives exist. 

The trigger for competitive status is not the only problem. The Company also 

wants too much pricing flexibility in markets where competition is still emerging and it 

retains a substantial degree of market power. Allowing the Company to charge twice the 

current tariffed rate is totally unreasonable at this early stage of the competitive process. 

Many customers have grown accustomed to monopoly conditions, and will be slow to 

respond to price increases even if competitive alternatives exist. Whether because of 

inertia or otherwise, during the early years of cowpetition, one cannot safely assume that 

customers will react to unreasonable price increases by changing carriers. Thus, it would 

not be sound public policy to immediately eliminate all protection from unreasonably 

high prices merely because the markets has become somewhat competitive. 

Finally, although increased pricing flexibility can be pro-competitive, this 

fi-eedom could also be abused by the incumbent carrier. The Company could offer deeply 

discounted prices to those customers that try a competitor, or it might offer deep 

discounts to those niche markets that are most willing to try new carriers, while keeping 

prices high for its more captive customers or customers who are least likely to change 
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carriers. Taken to excess, this type of narrowly targeted price cutting can have the effect 

of punishing competition, rather than simply allowing the Company to respond to market 

forces. 

Q. Are the Commission’s current rules adequate to allow the Company to respond to 

competition? 

No. Although I strongly disagree with US West’s proposal, I don’t believe the existing 

rules are adequate to deal with changing competitive conditions. Rather than throwing 

away the existing rules and replacing them with a system which would give the Company 

virtually unlimited pricing freedom, I recommend modifylng the existing rules. First, I 

recommend that Rule 14-2- 1 108(A) be amended to add the underscored text shown 

below: 

A. 

A telecommunications company may petition the Commission to classify 
as competitive, within a specified relevant market, any service or group of 
services provided by the company. The telecommunications company shall 
file with the Docket Control Center ten (1 0) copies of its petition. The 
telecommunications company also shall provide notice of its application to 
each of its customers within the specified relevant market, if any, and to 
each regulated telecommunications company that serves the same 
geographic area or provides the same service or group of services, or a 
service or group of services similar to the service or group of services for 
which the competitive classification is requested. 

Given the definition of “relevant market”, which allows the market to be identified by 

geographic location, these changes to Rule 14-2- 1 1 O8(A) would create considerable 

opportunity for US West to obtain pricing flexibility on a geographically specific basis, 

without nullifylng the other safeguards that are currently in place. 

Second, I recommend that Rule 14-2-1 109(A) be amended as follows: 
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A telecommunications company governed by this Article may price a 
competitive telecommunications service at any level at or below 120 
percent of the maximum rate stated in the company's tariff on file with the 
Commission, provided that the price for the service is not less than the 
company's total service long-run incremental cost of providing the service. 

Such an amendment would provide substantial upward pricing freedom, without creating 

the risk of price gouging. By limiting prices in competitive areas to no more than 20% 

higher than the tariffed rate in the remainder of the state, it would protect captive 

customers (and those customers who are slow to respond to the change from monopoly 

conditions). The Company would still obtain a reasonable degree of upward pricing 

flexibility. Combined with broad flexibility to reduce prices-subject only to a TSLRIC 

price floor-this would provide the Company with ample freedom to respond to changing 

market conditions in those geographic markets where it faces substantial competition. 

US West Rate Design Proposals 

Q. Let's turn to the third major section of your testimony. Would you please bhefly 

describe the Company's rate design proposals? 

Yes. On January 8, 1999, US West submitted revenue requirement calculations which 

indicate that it should be allowed to increase its revenues by an additional $225.9 per 

year. It proposed a variety of different rate increases and decreases which had the net 

effect of increasing its revenues by just $70.9 million per year [Alcott, Original Direct, p. 

i], to be derived from a variety of different services. Since some rates would be decreased 

and others would be increased by widely varying percentages, the impact on particular 

customers would vary widely. As the Company explained: 

A. 

The current average monthly residential bill in Arizona is $24.2 1. Since 
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the existing basic line charge of $13.43 is only a little over half of what 
our customers typically spend for telephone service, our rate proposal will 
impact customers differently, depending on the mix of services they use. 
For instance, most customers also subscribe to a variety of features and 
many make varying amounts of long distance calls. Depending on what 
features a customer has and how they use their phone, some may 
experience increases while others may see a slight decrease. [Id., p. 191 

On May 19,2000, US West filed a supplemental case that revised its rate design 

proposal. Some of the details changed, but the basic pattern remained the same. The 

revised filing proposes to increase rates by approximately $90 million [Teitzel, 

Supplemental Direct, Exhibit DLT-48, McIntyre, Supplemental Direct, p. 41, which is 

substantially less than its calculated revenue requirement. Some customers might enjoy 

slight reductions in their bill, but others could be subject to substantial increases, 

depending upon the particular mix of services that they use. 

Q. 
A. 

What has US West proposed with regard to residential basic local exchange rates? 

The amount US West charges its customers for local calling depends on where they live 

in Arizona. Customers who live inside the “base rate area” are charged the lowest rates. 

Those who live away outside of a town or city, in outlying rural areas, are charged higher 

rates, based upon two zones. In its revised proposal, US West proposes to increase the 

price of flat rate local residential service by almost 20% for customers inside the base rate 

area. [Teitzel, Supplemental Direct, p. 391 Customers outside the base rate area would 

experience this increase, as well as an increase in the additional zone charge of 400% in 

zone 1 and 133% in zone 2. [Id., p. 381 These basic rate increases account for 

approximately $43.7 million per year, which is more than half of US West’s overall 

proposed revenue increase. [Id., Exhibit DLT-481 
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Q. 
A. 

Q. 
A. 

What has US West proposed with regard to business basic local exchange rates? 

It has not proposed to increase business rates within the base rate area, but it has proposed 

to increase the zone increment charges applicable to business customers in zones 1 and 2 

by ten- and five-fold respectively. [Id., p. 381 If approved, this will result in an increase in 

the Company’s business local exchange revenues of approximately $1.8 million per year. 

[Id., Exhibit DLT-481 

Are these the only rates US West has proposed to change? 

No. It has proposed increases to numerous other rate elements in its tariffs. For example, 

it proposes to increase the residence rate for Caller ID-Name & Number (a highly popular 

and profitable option) by 17%, from $5.95 per month to $6.95. Similarly, it proposes to 

increase the residence rate for another highly profitable optional service, Last Call 

Return, by 34% (from $2.95 to $3.95 per month). [Id., Exhibit DLT-461 

The overall pattern of proposed rate changes to local, custom calling, premium 

listings and other services are shown in Table 1 below. 
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Table 1 

Summary of Proposed Revenue Changes 

***Proprietary*** 

Q. 
A. 

What is the stated rationale for these proposals? 

US West attempts to justify its proposed rate changes by portraying the market for 

telecommunications services in Arizona as highly competitive and arguing that 

realignment of its rates is necessary for the Company to survive the competitive 

pressures. According to Mr. Teitzel, 
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Actions at both the federal and state levels are encouraging competition in 
all markets, including the local exchange market. Congress passed the 
federal Telecommunications Act of 1996 and this Commission conducted 
interconnection proceedings where prices and procedures were adopted to 
allow competitors access to the local exchange market in Arizona. . . . As a 
result, the entire telecommunications landscape is changing radically, and 
a key element of that change is the need to price services above their 
TSLRIC. . . .As traditional support available from other products is quickly 
eroded, significant price increases on previously subsidized services are 
necessary if US West is to remain financially viable. [Teitzel, Original 
Direct, pp. 3 1-32] 

Similarly, Wayne Alcott, also a witness for US West, testified as follows: 

The Company’s proposal was developed based on careful consideration of 
the realities of a competitive market. We have recommended increases for 
services that are either below cost, or where the market would allow it. 
Placing increases in other areas, such as Switched Access, Toll, or on 
Business rates would not only place the Company at a disadvantage in the 
competitive marketplace, but would result in US West not receiving the 
additional revenues that are necessary in order to earn a fair rate of return 
in Arizona. [Alcott, Original Direct, p. 2 1 .] 

Some of the Company’s rate proposals seem to reflect a response to competitive pressure. 

For instance, it wants to reduce rates for intraLATA toll service, and this is certainly one 

service where the Company has lost market share and faces some formidable competitors. 

However, other aspects of its rate proposals are not so obviously tied to competitive 

concerns. For instance, the Company has proposed to reduce the rate for terminating 

switched access service yet this is a service which faces minimal competitive pressure. If 

AT&T or MCI WorldCom need to send a toll call to one of US West’s residential 

customers, there are few, if any, alternatives to sending it through US West’s network and 

paying the applicable terminating access charges. 
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Another stated rationale for its rate proposals is the claimed desire to align rates 

more closely with the underlying costs. US West witness David Teitzel explains: 

It is necessary for the prices of US West’s service to more closely reflect 
the actual cost of providing the services. If they do not, competitive losses 
for our high margin services will be unnecessarily high and impacts on 
customers who do not have alternatives will be magnified. Moving 
services toward the actual cost of providing service will require the prices 
of some products such as long distance and switched access, which have 
traditionally carried high levels of contribution, to be decreased, and the 
price of other services, such as residential basic exchange, to be increased. 
[Teitzel, Original Direct, p. 251 

When one examines the actual rate changes, however, many of the Company’s proposals 

aren’t consistent with this stated rationale. For instance, while the proposed decreases in 

toll and access services might move these services down toward their cost, the proposed 

increases in Caller ID, premium listings, and various other items move these rates farther 

above their underlying costs. No clear pattern of movement towards costs exists in the 

Company’s proposals, at least if the cost data is developed and analyzed on a consistent 

basis. To the extent there is a common theme in the Company’s proposals, it appears that 

it is responding to perceived differences in demand, rather than cost. Many of the rate 

proposals seem to be designed to place the Company in a better position to maximize 

profits, with rate increases being concentrated on segments of the market where 

competitive pressures are low and/or adverse customer reaction is likely to be weakest. 

Although competing carriers exist in the state, they do not yet exert sufficient pressure to 

force US West to design its rates in response to competitive pressures, nor has 

competition evolved to the point where rates need to reflect underlying costs. This is 

confirmed by the fact that many of the Company’s proposals move rates farther away 

from cost, rather than moving them into closer alignment with underlying costs. 
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Cost and Revenue Comparisons 

Q. Please turn to the fourth major section of your testimony. Would you begin bj 

describing US West's approach to determining the cost of local exchange sew1 

Certainly. In response to discovery, the Company has presented the results of wha 

labeled as a total service long-run incremental cost ("TSLRIC") study to determine 

cost of providing basic local exchange service. I discuss the TSLRIC concept, as u 

other relevant cost concepts, in Appendix B to my testimony. 

A. 

For Residence Service inside the base rate area, US West has concluded the 

monthly cost of the loop is ***Proprietary 

***Proprietary 

Proprietary*** it adds 

Proprietary*** for network support services, ***Propriet 

Proprietary*** for u Proprietary*** for port costs, ***Proprietary 

costs, ***Proprietary 

provision of local service such as accounting and finance expenses, and ***Propri 

Proprietary*** for common or general overhead costs, bringing the monw 

to ***Proprietary Proprietary*** The comparable monthly totals for zor 

and 2 are ***Proprietary Proprietary*** respectively, with mc 

the difference relating to the loop cost category. [WDA 2 1-006, Attachment A, p. 1 

Proprietary*** for costs directly attributable to the 

Claimed costs inside the base rate area ***Proprietary 

Proprietary*** are significantly higher than the corresponding flat rate for basic 1( 

service ($13.18). The Company computes an even greater discrepancy for zones 1 

where the alleged costs ***Proprietary 

the rates are just $14.1 8 and $16.1 8, respectively. 

Proprietary*** M 
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Q. 
A. 

Do you agree with this analysis? 

No. This alleged discrepancy between residential basic exchange rates and costs is based 

upon an analysis which includes all of the loop and port costs required to provide 

numerous other revenue-generating services besides local exchange, yet the comparison 

fails to consider the revenues derived from these other sources. This creates a mismatch 

of revenues and costs which undergirds the Company’s claim that residential basic rates 

are currently too low, or “subsidized” by other services, as well as its proposals to 

increase these rates. 

Aside from any other problems that might exist in these cost studies, the numbers 

developed by the Company (and presented above) do not accurately reflect the 

incremental cost of local exchange service, because the Company has included the full 

cost of certain items that are actually joint or common costs of many different services. It 

is not appropriate to attribute these joint and common costs entirely to any one service. 

Q. You have indicated your disagreement with US West’s treatment of loop and-port 

costs in its TSLRIC studies. Can you explain in greater detail what is inappropriate 

about the Company’s approach? 

Yes. The subscriber loop and associated switching port are not properly part of the 

TSLRIC of local service because these costs will be incurred regardless of whether or not 

local service is provided, so long as various other services continue to be produced. 

A. 

Where network elements are required for multiple telecom services, the cost of 

these elements should not logically be included in the TSLRIC calculations for any single 

service. The portion of the firm’s total cost that is attributable to network elements that 

are used by many services will generally be the same, regardless of whether or not any 

single service is produced or not produced. As the FCC explains: 
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Certain types of costs arise from the production of multiple products or 
services. We use the term “joint costs” to refer to costs incurred when two 
or more outputs are produced in fixed proportion by the same production 
process (i.e., when one product is produced, a second product is generated 
by the same production process at no additional cost). [Interconnection 
Order, para. 676.1 

Since the second product is generated at no additional joint cost, and TSLRIC focuses 

only on the additional cost of each product, the joint cost should not appear in the 

TSLRIC amount. Regardless of how well or how poorly TSLRIC is estimated, shared 

costs (a generic term which encompasses both joint and common costs) should 

appropriately be excluded from the cost of individual services that share the network 

elements in question. US West reached a contrary result by essentially ignoring the 

definition of TSLRIC and adding 100% of the loop costs to its TSLRIC results. 

Stated differently, if the cost of a particular network element remains the same 

regardless of whether or not any particular telecommunications service is produced using 

that element, the cost of that element should not be reflected in the TSLRIC of the 

individual services. This conclusion follows directly from the definition of TSLRIC. As I 

explain in Appendix B to my testimony, TSLRIC is defined as a firm’s long-run total cost 

of producing all its goods and services except the service in question, subtracted fiom the 

firm’s long-run total cost of producing all its goods and services including the service in 

question. Since the loop and port costs are appropriately included in both sides of this 

equation, they should have little or no effect on TSLRIC. In mathematical terms, the cost 

of the loop and port cancel out of the TSLRIC calculations, when they are correctly 

developed, consistent with the TSLRIC definition. 
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Q. Let’s examine US West’s TSLRIC study methodology more specifically. Could you 

please define “basic local service”? 

Certainly. Basic exchange service is defined in the Commission’s rules as A. 

Service provided to business or residential customers at a flat or measured 
rate which affords access to the telecommunications network. [Arizona 
Administrative Code, Title 14, Chapter 2, Article 5, Section 1, No. 51 

Basic local service allows customers to communicate within a specified local calling area 

by placing and receiving calls that originate and terminate within that defined geographic 

area. 

Accordingly, the portion of the local exchange company’s total costs that are most 

properly and exclusively attributed to basic local service are the usage costs associated 

with local calling volumes. These costs primarily consist of the usage sensitive central 

office switching costs, and the costs of interoffice trunking, or transport, which is 

required to handle calls from one part of the local exchange to another. In addition, there 

are certain other minor costs that can also be directly attributed to basic local service, 

particularly the cost of billing and collecting the rates charged for this service. 

Q. Since a customer purchasing basic service obtains access to the network, why 

shouldn’t the costs of the loop or port be included in the incremental cost of basic 

local service? 

While these costs are necessary in order to provide local service, they are equally 

necessary for the provision of toll, access, and custom calling service. Toll carriers, for 

example, obtain access to a Phoenix resident over the same line that resident uses to 

obtain access to other subscribers in the Phoenix metropolitan area. In terms of economic 

theory, the cost of the access line is a joint or shared costs of the entire family of services 

A. 
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that require use of this facility; the cost of the access line is not incremental to any single 

service within the entire family of services which relies upon that line. 

Disputes over the appropriate definition and treatment of these joint or shared 

costs lie at the heart of the longstanding dispute concerning whether, or to what extent, 

basic local exchange service is “subsidized” by other services. US West is not unique in 

its treatment of the loop and port costs in this proceeding. Incumbent local exchange 

carriers often include the entire amount of these joint costs in the local exchange cost 

estimates they present to regulatory commissions. However, this procedure is not valid, 

and the resulting total cannot be compared meaningfblly to the revenues derived from 

local exchange service, nor can it be used to draw valid conclusions concerning 

“subsidies.” 

Local exchange carriers have many revenue sources that depend upon, and are 

available to help recover, the joint or shared costs of the loop and port. It is highly 

misleading (as well as economically invalid) to compare these costs with the revenues 

associated with local exchange service alone. Once the loop and port costs are incurred, 

the Company is in a position to generate revenues from switched access, toll, call waiting, 

call forwarding, caller ID, and many other services. Without the loop and port, none of 

these revenues would be available. By attributing the loop and port entirely to local 

exchange service, the Company creates the misleading impression that it isn’t profitable 

to serve residential local exchange customers. If all the relevant revenues sources are 

considered, however, it is readily apparent that most residential customers are profitable 

to serve. 
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Q. You mentioned that it is sometimes claimed that local service is “subsidized” by 

other services. If revenues are needed from long distance and other services to help 

cover the cost of the loop and port, does this suggest the existence of a subsidy? 

No, it does not. In his original direct testimony, Mr. Teitzel claims that A. 

Prices for long distance and other services need to be restructured and 
reduced to meet Competitive pressures. This reduction will remove some 
of the current subsidy which these services provide to residential Basic 
Exchange Service. If US West does not take immediate steps to respond 
to competitive pressure, including the establishment of competitive zones 
and lowering of Long Distance prices, the Company will continue to lose a 
large portion of the revenue from these services. The high volume Long 
Distance users.are lost, leaving the cost recovery burden on the high cost, 
low use customers. This means there will be a need for even greater future 
price increases to the residential customer, to offset losses of traditional 
subsidy flows and to afford US West the opportunity to earn a reasonable 
return. [Teitzel, Original Direct, p. 34. Emphasis added.] 

The fallacy behind this argument is the same fallacy that underpins the claim that the 

rates for residence basic local exchange service are not adequate to recover the 

incremental cost of that service: the Company assigns the entire mount of loop cost to 

basic local service, and none of these costs are assigned to the other services that use the 

loop. This practice fundamentally violates the defining principle of the TSLRIC 

approach, as I mentioned earlier. If the Company were to apply this same fallacious 

reasoning to any of the other services that rely upon the loop, it would inevitably reach 

the same conclusion: none of these services generate enough revenues to recover the full 

cost of the loop and port, and every one of these services can appear to be subsidized by 

this line of reasoning. 

In reality, one cannot reach conclusions about subsidy flows by looking at the 

joint costs required to provide any one of the jointly provided services. If one wants to 

a 

a 
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prepare a TSLRIC analysis which includes loop and port costs, this can only 

meaningfully be performed for the entire family of services that uses the loop and port. 

For example, one can meaningfully compare the incremental “costs” of adding another 

residence customer to the network (including the cost of the loop and port) with the 

incremental revenues that will be generated by the presence of that customer. But in 

making such a comparison, it is necessary to consider all of the ancillary revenue sources 

(e.g., custom calling, toll and switched access) which will increase as a result of the 

presence of that customer. A meaningful cost-revenue comparison involving the full cost 

of the loop must include all of the revenues which are generated by the loop. 

No one service can be expected to recover the entirety of the joint costs incurred 

in providing multiple services. It is clearly unreasonable to assign 100% of these joint 

costs to just one service out of the half-dozen or so types of service that benefit from the 

joint production process (including intraLATA toll, intrastate interLATA switched 

access, interstate switched access, directory publishing, call waiting, call forwarding, 

caller ID and more). 

Not only would it be unreasonable to expect basic exchange ratepayers to pay 

100% of the joint costs, that type of cost recovery would be completely inconsistent with 

the manner in which joint costs are recovered in competitive markets. It simply isn’t 

plausible to argue that demand for these other services is so weak that they would not (or 

should not) bear any significant share of the joint costs. I provide a more extended 

discussion of the proper treatment of joint and common costs Appendix C to my 

testimony. 

The appropriate question to ask with respect to the existing residential 

costhevenue relationships is whether US West is able to recover its costs of providing 

residential services which require use of a loop from the total revenue stream generated 

by that loop. In answering this question, it is critically important to look at the entire 
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array of revenues generated by the loop, including switched access, intrastate toll, 

interstate toll, custom calling, and basic local exchange. 

If there are specific markets (e.g., m a l  communities) where the total amount of 

retail revenue generated by a typical loop is insufficient to recover the cost of that loop, 

there is reason to be concerned, since competitors will be discouraged from entering those 

particular markets. Assuming such a problem exists in a specific market, there are several 

potential solutions. Most notably, a “universal service fund” or other regulatory 

mechanism may be needed, to help cover the high costs of serving these particular 

markets. However, any such analysis must involve a meaningful and complete picture of 

the revenues and costs attributable to the customer, or market, in question. To be helpful, 

the analysis must have a meaningful match of costs and revenues. 

As I will show later in my testimony, there are at least three different methods that 

can be used to appropriately compare revenues with costs. None of these methods 

supports a conclusion that US West residence customers as a whole, or residence basic 

local exchange services generally, are subsidized in the economic sense by other 

customers or other services. It is only in the context of US West’s misleading 

comparison of revenues fiom local service in comparison with its estimate of local 

service costs plus 100% of the joint loop and port costs, that the appearance of a general 

“shortfall” can be developed. This alleged “subsidy” or shortfall disappears if a 

reasonable allocation approach is used, or if appropriate consideration is given to 

ancillary sources of revenues attributable to residence customers. In the next section of 

my testimony I will present alternative TSLRIC studies and revenuekost comparisons 

that avoid the errors in US West’s studies. 
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Q. A loop isn’t typically provided to a residence except when they purchase basic local 

exchange service. Does the fact that the loop is “bundled” with local usage affect 

your conclusions concerning US West’s treatment of loop and port costs? 

No. Intuitively, it may seem reasonable to conclude that basic local exchange customers 

are morally or economically responsible for the full cost of building and maintaining the 

local loop that serves them. From this perspective, other revenue derived from the local 

loop may seem be irrelevant andor treated as a windfall which might go away at any 

time, because the ancillary revenues are derived from services which are optional and/or 

competitive. By this reasoning, the use of the local network by interexchange carriers is 

treated as if it were purely incidental, and the very substantial revenues received from 

switched access and toll usage are simply ignored. Similarly, this view simply ignores the 

fact that US West generates substantial revenues from caller ID, custom calling, directory 

publishing and other services due to the presence of its residential customers on its local 

networks. These revenues would largely or completely disappear if the Company didn’t 

provide basic local exchange service, but this too is ignored. While it may be intuitively 

appealing to some, this line of reasoning is not consistent with the relevant economic 

theory and it is not consistent with the manner in which ancillary revenues are treated in 

competitive markets. 

A. 

Succinctly stated, US West’s entire presentation concerning basic exchange rates 

and costs depends upon removing from view most of the revenues that are generated by 

its local network, while including nearly all of the costs of that network. This misleading 

view of costs and revenues has been presented many times before in regulatory 

proceedings, and it has been rejected or ignored nearly as often as it has been presented. 

The FCC has confirmed that loop costs are joint or shared costs which are necessary for 

the provision of toll, access, and custom calling service, as well as local exchange service. 
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[FCC Order 96-325, p. 333,n 6781 State commissions have often reached similar 

conclusions, as I indicate in Appendix C to my testimony. 

Q. You seem to implicitly concede that local exchange service is the primary product 

purchased by many consumers and that toll, custom calling, and other services are 

ancillary in nature. Does this distinction affect the appropriate treatment of the loop 

and port costs? 

No. Many joint production processes yield a primary product and “byproducts” that are 

created as a result of the manufacturing or provisioning of the primary product. These 

byproducts may be waste material, like wood shavings that accumulate in the process of 

making chairs, or they may be an important product unto themselves, like the leather that 

is available fi-om cattle that are butchered for their meat. Consider the example of beef 

A. 

and hides, which I discuss in Appendix C. Cattle may primarily be grown for eating 

purposes, but that doesn’t mean that the entire cost of feeding the cattle will be recovered 

fiom purchasers of beef. 

The same reasoning applies to the provisioning of telephone service. Even if US 

West primarily installs local loops and ports in order to provide local exchange service, 

that doesn’t mean that the loop can’t also generate other sources of revenue. To the 

contrary, whenever additional loops are added to its network in response to increased 

demand for basic local exchange service, the Company is able to sell more switched 

access, long distance, caller ID, call waiting, and other optional services to these and 

other customers. Even if a chair-maker is primarily in business to make chairs, it may be 

able to generate ancillary revenues from the sale of wood shavings or sawdust. If so, these 

revenues would be treated as a reduction in the total cost of producing chairs; they would 

not be ignored or excluded from consideration in deciding how profitable the chair 

business is. 
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Similarly, US West gains millions of dollars in revenues from switched access and 

other services which it would not receive if it didn’t provide local exchange service. 

Economic theory demonstrates that even ancillary or accidental byproducts like wood 

shavings will help recover a portion of the joint costs of production-the magnitude of this 

recovery will depend upon demand conditions. If there is a lot of demand for. wood 

shavings, it will bear a relatively large share of the joint costs; if there is no demand for 

shavings, they will be thrown away or burned, and thus not provide any provide any 

portion of the firm’s cost recovery. 

The mere fact that purchasers of caller ID, call waiting, switched access, and other 

ancillary telecommunications services help pay the costs of the local network does not 

indicate that these services “subsidize” the cost of providing local exchange service, any 

more than the purchasers of wood shavings or kindling can be said to “subsidize” the 

purchasers of wooden chairs. In both cases, purchasers contribute to the joint costs of 

production in amounts that depend upon the strength of their demand. If demand for 

wood shavings is strong, the price of chairs will likely go down, because some of the 

underlying wood costs will be recouped from the sale of shavings. If the market for 

leather collapses due to competition from plastic substitutes, the price of hamburger and 

steaks will go up. Similarly, if the market for caller ID or call waiting were to drastically 

change, so that no one was willing to pay extra for these services, they would be 

discontinued or given away for free, and the price of the remaining services provided by 

the carrier would tend to increase. 

Q. 

A. 

Have you provided any cost estimates which include the local loop and port? 

Yes. To assist the Commission in evaluating the cost of basic local exchange service, 

and in understanding the significance of this joint cost issue, I have run three separate sets 

of schedules. The first set, examining the direct cost of basic local exchange service, 
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excludes all joint costs, including those associated with the loop and port. This is my 

preferred approach, for the reasons I have outlined above. The other two sets of sched 

reflect alternative approaches to the treatment of joint costs. One alternative allocates 

50% of the joint costs to basic local service; the other includes 100% of loop costs in 

context of an analysis of the entire family of services which benefit from the joint cos 

R* 

A. 

Q* 

A. 

Does US West’s practice of billing customers according to their geographic locati 

affect your analysis? 

No. I have simply applied each of the three study approaches separately to each the 

Company’s customer zones (inside base rate area, zone 1, and zone2). 

Can the Company’s cost estimates be used to develop comparisons of revenues am 

cost which reflect a more appropriate treatment of shared costs? 

Yes. The problems with the Company’s treatment of shared costs can be readily 

overcome. To assist the Commission in evaluating the Company’s proposed increases 

basic local exchange rates, and to provide a clearer explanation of the shared cost issuc 

have prepared three separate sets of revenue/cost comparisons. The first set of 

comparisons examines the direct cost of basic local exchange service and excludes sha 

costs. This can be referred to as a “pure” TSLRIC approach. This is my preferred 

approach, since it provides the most accurate picture of whether the rates for basic loci 

exchange service exceed the incremental cost of providing this service, and indicates 

whether or not this service is “subsidized” by other services. 

, The second set of comparisons is similar to the “pure” TSLRIC approach excel 

that it includes an allocation of joint and common costs. The third set of comparisons 

includes 100% of the joint costs in an analysis with is economically consistent with 

inclusion of these costs, because it includes the entire family of services which relies 

upon the loop aqd port. 
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In order to provide additional insight into the Company's existing and proposed 

rates for customers inside and outside of the base rate area, I have prepared three 

schedules using each of these three approaches. More specifically, I have analyzed the 

rates that apply inside the base rate area, the rates that apply in zone 1 and the rates that 

apply in zone 2. 

Q. Before discussing the details of these analyses, please provide the Commission with 

the "bottom line." Are the existing rates sufficient to cover the relevant costs of 

providing service to most residential customers? 

Yes. The existing basic local exchange rate and the FCC's subscriber line charge 

collectively cover the cost of providing this service. In fact, existing rates generate a 

substantial surplus of revenues in excess of TSLRIC, contradicting the notion that 

residential local exchange service is "subsidized" by other services at current rates. 

A. 

Q. 

A. 

Can you be more specific in explaining the analyses you have performed? 

Yes. In order to provide the Commission with detailed information concerning the 

revenue to cost relationships, and the related question of whether and to what extent 

subsidies exist under the current rate structure, I have prepared a s&es of different 

analyses comparing costs with revenues for the three rate zones. I studied each zone using 

three different approaches to joint costs. As indicated above, the approaches differ 

primarily in terms of how joint and common costs are treated: 

1. A "pure" TSLRIC approach: This analysis excludes joint costs. To the extent 
direct revenues exceed direct costs, this analysis measures the surplus that is 
available as a contribution to joint and common costs. 
An "allocation" approach: This analysis includes an allocated share of joint costs 
(using an allocation factor of 50%). 
A "multiple service" approach: This analysis includes 100% of the joint costs, 
together with the revenues and direct costs of the entire family of switched 
services, as well as certain other closely related services. 

2. 

3. 
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These comparisons were prepared for both residential and business customers. 

Q. Would you please summarize the results of your revenue to cost comparisons using a 

"pure" TSLRIC analysis? 

Yes. Schedule 2 shows my preferred approach, in which the revenues are derived entirely 

from the components of basic local exchange service. No revenues from ancillary services 

are considered. Set against these revenues are the direct costs of providing basic local 

exchange service, including an allowance for common costs as developed in the Company's 

studies. As shown, the revenues from basic local service consistently exceed the direct cost 

of providing this service, leaving a substantial margin of contribution towards the remaining 

joint and common costs which aren't reflected in the study. This is true for both business 

and residence customers, regardless of the zone. However, the contribution margin is larger 

for business customers than for residential customers, because the business local exchange 

rates are much higher. For customers inside the Base Rate Area, the average contribution is 

**Proprietary** **Proprietary** for residence customers and 

**Proprietary** ** Proprietary** for business customers, as shown on 

Schedule 2. 

A. 

For easy reference, I have summarized the revenue, cost and contribution estimates 

for the pure TSLRIC approach in Table 2 below. As shown, all categories of local exchange 

customers pay rates which substantially exceed the corresponding direct costs, and generate 

a substantial contribution towards loop and port costs, as well as other shared costs. Because 

the direct costs don't vary as widely as the corresponding rates, the magnitude of these 

contributions varies depending upon the particular category. 

63 





e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
0 
0 
0 

e 
a 
a 
e 
0 
e 
e 
e 
e 
a 
e 
a 
0 
0 
e 
0 * 
0 
e 
e 
e 
e 
a 
0 

a 

‘ 0  

e 

a 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO, Docket No. T-0105 1 B-99-0 105 

to basic local exchange service, similar to the manner in which costs are allocated for 

jurisdictional purposes. 

I am providing an example of an approach which allocates a reasonable share of 

joint and common costs to local exchange service, to provide further insight into the 

significance of these costs. Under an allocation approach, the pivotal question becomes 

one of the appropriate share of shared costs to be allocated to the service in question. The 

results I am presenting use a flat percentage allocator of 50% of the loop and port costs to 

basic service. This approach is consistent with the historic practice of allocating 25% of 

these costs to the federal jurisdiction; it allocates another 25% to intraLATA toll, 

intrastate interLATA switched access, custom calling, and ancillary services. 

Q. Would you please provide a further explanation of your use of a 50% allocation 

factor? 

Yes. Although loop and port costs are required for the provision of local exchange, 

custom calling, switched access, and toll service, there is no universally accepted method 

of allocating these costs. Differences in the allocation percentage or method can result in 

very significant differences in the cost study results. That is one reason why I prefer a 

“pure” TSLFUC approach, which doesn’t allocate shared costs to individual services. To 

the extent the Commission wants to review a basic local exchange cost study that 

includes a share of joint costs, I believe the Commission will best be served by relying 

upon a relatively simple allocation approach that is reasonably stable. A uniform 50% 

factor meets both criteria. 

A. 

This 50% factor is reasonably similar to the percentage allocation that would be 

assigned to basic local service under some other, more sophisticated allocation 

approaches, such as revenue-based methods, usage-based methods, and direct cost-based 

methods. For example, the Washington Commission in Docket No. U-85-23 assigned 

loop costs 25% to interstate toll, 16.95% to intrastate toll, and 58.05% to local services 
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(including custom calling and other optional services). [See reference in WUTC Order in 

Docket No. UT-950200, p. 79.1 

Revenue-based allocations assign shares of joint costs based upon the services' 

percentages of total revenues. For example, if basic service accounts for 45% of total 

revenues, it might be allocated 45% of the joint costs. Usage-based allocations assign 

shares of joint costs by relative minutes of use, perhaps weighted in some way to 

distinguish toll from local andor peak from off-peak, etc. Finally, the joint costs of 

switched services could be allocated in proportion to the direct costs of these services. 

Q. Why do you prefer a flat 50% allocation, rather than a revenue-based allocation 

method? 

Revenues are relevant, since they reflect relative strength of demand, and the manner in 

which the cost of service has historically been recovered. However, in a regulated 

industry a problem arises, because revenues are essentially a function of pricing, and 

pricing may change, depending upon the outcome of the cost analysis, and the resulting 

pricing decisions. Where revenue based allocations are used, the cost study will reflect 

the existing pricing philosophy. To the extent the pricing approach changes, the 

allocations will also change, and thus a problem of circular reasoning may arise. (Prices 

may be increased, which increases the revenue-based allocation of costs, which creates 

the appearance that prices must increase even further) Given this potential problem with 

circularity, I prefer to use a uniform flat percentage approach--in this case, 50%. 

A. 

Q. 

A. 

You also refer to usage-based allocation methods. What are they? 

The two most familiar are the use of a Subscriber Line Usage (SLU) factor and the use of 

a Subscriber Plant Factor (SPF). Both SLU and SPF reflect differences in usage; however, 

SLU factors simply reflect the relative minutes of use for the various services (for 

instance, an intrastate toll SLU factor is calculated by dividing the intrastate toll minutes 
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of use, originating and terminating, by total minutes of use for the service area in 

question). On the other hand, the SPF is more complex. It relies on SLU data, but it 

introduces weighting into the computations, the effect of which is to put greater emphasis 

on toll usage than on local usage, in order to reflect certain demand factors, such as 

distance, and the repression effect fiom attaching a price tag to toll minutes. 

Q. 

A. 

Why have you not used a usage-based allocation in apportioning loop costs? 

To precisely apply the SPF methodology to US West's cost data would require the 

assemblage of a great deal of data and the introduction of considerable complexity into 

the analysis, without producing any significant advantage over the flat 50% allocation 

that I have chosen. In my experience, when a SPF approach has been used for both 

interstate and intrastate, the resulting allocation to basic local exchange was typically 

somewhere in the vicinity of 40% to 60%. 

Q. Would you please explain the calculations that show the cost/revenue relationships 

when 50% of joint costs are allocated to basic local exchange? 

In this analysis, shown on Schedule 3, the revenues are derived entirely from the 

components of basic local service--the same as those reflected in the pure TSLRIC 

approach. Set against these revenues (column a) are the direct costs of providing this level 

of service (column b), 50% of the joint costs, including the local loop (column c), and an 

allowance for common costs equal to 5.4% of the aforementioned direct and joint costs 

(column d). 

A. 

A customer inside the base rate area will provide US West with $16.90 in basic 

local service revenues per month. From this amount, direct costs of **Proprietary** 

**Proprietary** are subtracted, along with joint costs of **Proprietary** 

**Proprietary** and common costs of **Proprietary** ** 

Proprietary** This leaves a surplus of **Proprietary** **Proprietary** Stated 
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Q. 

A. 

another way, for the typical customer in the base rate area, the direct, joint and common 

costs, total **Proprietary** 

current rate paid by most residential customers in this rate group, which is $16.90 

(including the FCC charge). Thus, instead of being "subsidized" as sometimes alleged, 

the typical residential basic local exchange customer within the base rate area provides a 

revenue surplus of about **Proprietary ** . **Proprietary** Although 

these customers aren't subsidized, they don't provide as substantial a contribution as 

business customers. Business customers inside the base rate area generate revenues of 

**Proprietary** per month. This total is below the 

$40.44, while their costs are relatively similar: direct costs of **Proprietary** ** 

Proprietary** joint costs of **Proprietary** 

costs of **Proprietary** 

Proprietary** **Proprietary** 

**Proprietary** and common 

**Proprietary** This leaves a surplus of ** 

You have now discussed both the "purett TSLRIC approach and the cost allocation 

approach. Could you now explain your third approach, in which you consider 100% 

of the loop and port costs? 

Yes. Since shared costs are such a substantial fraction of a local exchange carrier's overall 

costs, it is useful to analyze these costs from a variety of different perspectives. One 

approach is to look at an incremental group of customers, and ask the question: What 

incremental revenues will the firm generate if it serves this group of customers? These 

incremental revenues would then be matched with the incremental costs that are required 

to serve that group of customers. 

For any one customer, the incremental revenue level may vary widely. If the 

customer never places or receives a long distance call, and never uses any of the optional 

services that are offered by the firm, the incremental revenues may amount to little more 

than the revenues &om basic local exchange service and the FCC's subscriber line charge. 

Even in this extreme case, however, some other incremental revenues will arise. 
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For example, consider directory publishing revenues. The incumbent local 

exchange carriers earn very substantial revenues (and profits) from yellow page 

advertising. These rates vary directly with the number of subscribers included in (and 

receiving) the directory. As additional customers are added to the network, directory 

publishing revenues and profits will expand. These incremental revenues can 

appropriately be considered in evaluating the extent to which US West can profitably 

serve customers at current rates. 

The situation is analogous to that of many publications. A magazine evaluating 

its subscription efforts should consider not just the direct revenues generated by new 

subscriptions, but also all the incremental revenues associated with those subscriptions. 

New revenues will come from the additional ads sold as the circulation base expands, 

from the higher advertising rates chargeable as the number of subscribers increases, and 

from the sale to new subscribers of books, videos, or other ancillary products. In the same 

way, a local exchange carrier can anticipate ancillary revenue fkom the sale of directory 

advertising and boldfaced white page listings, which tend to increase as the number of 

customers on the network increases and the directory becomes longer, even if the 

customers in question don’t choose to purchase any optional services. 

Similarly, the volume of switched access minutes sold to interexchange carriers 

will increase with the number of subscribers, since incremental customers place more 

outgoing toll calls, and they also receive long distance calls which generates terminating 

access revenues for the Company. 

Moreover, many customers, having decided to purchase basic telephone service, 

will also opt to purchase discretionary services. Call waiting service is perhaps the most 

popular example, but there are numerous optional services that generate revenues for US 

West as a result of the fact that it provides basic local exchange service. Increases or 

decreases in the number of basic service customers bring a corresponding increase or 

decrease in these ancillary revenues. Hence, an evaluation of how profitable it is for US 
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West to serve residence customers at current rates should appropriately give consideration 

to. these ancillary revenue sources. 

I have not attempted to analyze all of these ancillary revenue streams in complete 

detail, nor have I analyzed them on a zone-specific basis. The expected revenue stream 

may vary somewhat, depending upon the demographic and other characteristics of each 

geographic area, and the group of customers being studied. While I recognize this 

diversity exists, the data needed to analyze these patterns in detail were not readily 

available, nor would I expect the results to differ greatly from the simplified approach I 

have followed. I estimated a conservative level of revenues (and corresponding 

contribution to joint and common costs) that can reasonably be anticipated when typical 

customers are added to the network. 

Q. Not all customers generate the same level of ancillary revenues. Have you developed 

an analysis using this third approach which allows the Commission to see the impact 

of variations in the level of ancillary revenues? 

Yes. I developed multiple examples of this approach, thereby considering variations in 

the revenues and costs US West encounters in serving different types of consumers. For 

instance, US West does not gain the same amount of revenues nor incur the same level of 

costs in serving a customer who uses very little toll and does not subscribe to any custom 

calling features as it experiences when serving a customer who uses a considerable 

amount of toll and many custom calling features. The matrix-based approach that I have 

used adds considerable detail to the contribution calculations, providing a more 

comprehensive view of the overall situation. 

A. 

When a long distance call is completed by AT&T, MCI WorldCom or another 

carrier, US West profits from “switched access charges” which it receives as 

compensation for originating and/or terminating the call. Switched access and long 

distance toll revenues are important aspects of the profit picture for any provider of local 
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telephone service, but they vary depending upon usage levels. Accordingly, I consider the 

revenues that US West gains from three types of toll customer-one who uses very little 

toll, one who uses a moderate amount, and one who place toll calls quite frequently. 

Many customers also enhance their local telephone service with one or more 

optional features, including call waiting, call forwarding, and Caller ID. The popularity of 

these types of features has been growing in recent years, creating an ever increasing 

stream of revenues for local exchange carriers. Today, the typical residential customer 

pays for at least one such feature and many pay for two or more. Since the revenues 

generated by custom calling and other premium features vary widely, we will consider 

five examples. Our first example is a household that purchases none of the available 

enhancements. Our second and third examples are customers that pay for either Call 

Waiting or Caller ID, respectively. Our fourth example is a customer that purchases both 

of these popular features. Our fifth example is a customer that opts for both of these, as 

well as another feature, such as call forwarding, speed dialing, or three-way calling. The 

effect of these feature revenues in combination with the other revenue sources is 

illustrated for a customer inside the base rate area in Table 3. 
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Example2: $ 5.00 

Example3: $ 5.95 

Example 4: $10.95 

Example 5: $13.90 

Q. 

A. 

$26.80 $29.71 $35.5 1 

$27.75 $30.66 $36.46 

$32.75 $35.66 $41.46 

$35.60 $38.61 $44.41 

Table 3 

Residential Revenues Including Features 

Feature Revenues I ~ o w ~ o l ~ ~ s e r  I Toll User I High Toll User I 
Example 1: $ 0.00 I $21.80 I $24.71 I $ 3 0 5 7  

Clearly, the rate for basic local service alone does not begin to describe how much 

consumers actually contribute to US West’s revenues each month, nor does it provide any 

indication of the revenue levels which a competitive carrier can potentially capture. It is 

necessary to consider all of these revenue sources in order to meaningfully evaluate the 

extent to which residential customers are currently profitable to serve, or the prospects for 

competition in Arizona residential markets. US West doesn’t rely exclusively on its basic 

monthly rate to recover its costs, nor would any of its competitors, which is one reason 

why the third approach is helpful in evaluating the issues in this proceeding. 

Would you please describe how costs and revenues are analyzed in this third 

approach? 

Yes. The key difference between this approach and the others is that it looks at the entire 

set of revenues which a carrier generates when serving a residential customer. For clarity, 

I have included the ancillary revenue sources in a separate column labeled “Other Direct 

Revenues.” An estimate of the direct costs of providing these ancillary services, is 

included in the column labeled “Other Direct Costs.” These costs vary according to the 
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amount of toll and access service that customers use each month as well as the number of 

custom calling and other optional services they subscribe to. As shown on page 1 of 

Schedule 4, in serving residential customers that use a small amount of toll and only 

subscribe to one custom calling feature (Call Waiting), I have estimated US West would 

incur “other direct” costs of approximately $1.75. As shown on page 3 of Schedule 4, the 

analogous costs incurred in providing service to residential customer who uses a large 

amount of toll and subscribes to two ancillary services (Call Waiting and Caller 1D)is 

$6.02 per month. 

By including these ancillary revenues and costs, along with the costs and revenues 

associated with basic local service, this third approach provides a fairly comprehensive 

picture of the various revenues and costs that a carrier can anticipate as it expands its 

network to include various groups of customers. 

The column labeled “Contribution or Subsidy” shows the extent to which these 

residential customers can be expected to generate incremental revenues sufficient to cover 

their incremental costs, including all of the joint costs of the loops that connect them to 

the network, and an allowance of 5.4% towards common costs. To the extent a positive 

figure is shown in the final column, the customer is generating an additional contribution 

towards the firm’s other common costs. I have followed the same approach in developing 

revenuelcost comparisons for residential customers in zone1 and zone 2 on each page of 

Schedule 4. 

While the gap between revenues and costs varies depending upon toll usage and 

other factors, US West generates revenues well in excess of its costs when serving many 

residential customers-contrary to the impression given by the Company in its testimony. 

Consider a residence inside the base rate area that uses moderate amounts of long distance 

and purchases just one enhanced featur+Caller ID. As shown on page 2 of Schedule 4, at 

US West’s current rates, this customer generates an average of $36.46 in revenues per 

month. In comparison, the economic cost of serving this residence is just $30.18 per 
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Example 1: $ 0.00 

Example2: $ 5.00 

Example3: $ 5.95 

Example 4: $10.95 

Example 5 :  $13.90 

month. This includes direct and shared costs of local exchange and all of the ancillary 

services. Since the current rates generate revenues well in excess of cost, there is no 

indication that the typical residential customer is unprofitable to serve, nor is there any 

indication that the typical residential customer is “subsidized” by any other category of 

customers. 

To the contrary, the evidence suggests that most residence customers yield 

revenues in excess of the costs of serving them (including the joint loop costs) as shown 

below in Table 4. Of course, there are some exceptions amongst those customer that have 

relatively low toll usage and/or don’t use any of the optional services that are offered to 

them. However, in today’s telecommunications market, the number of customers who do 

not subscribe to any optional features is declining, and thus the size of this group of 

relatively unprofitable customers is probably diminishing over time. Increasingly, 

customers perceive features like call waiting and Caller ID to be near-necessities. While 

there are still exceptions, the average or “typical” Arizona customer subscribes to one or 

more ancillary services. For these residential customers, US West recovers all of its 

costs, and generates a substantial profit. 

$24.70 $27.12 $ (2.41) 

29.70 27.33 2.38 

30.65 27.33 3.33 

32.65 27.54 8.12 

38.60 27.75 10.86 

Table 4 

Matrix of RevenueKOst Comparisons for Residential Mid-Toll Users 
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Q. What are your conclusions regarding the relationship between US West's costs of 

providing basic local exchange services and the associated revenues? 

I conclude that US West's revenues associated with basic local service are sufficient not 

only to defray all direct costs of providing such service but also to provide a substantial 

contribution to joint and common costs. 

A. 

Under the "pure" TSLRIC approach, as shown on Schedule 2, revenues from 

residential basic local exchange service exceed direct costs by ** Proprietary 

Proprietary** 

Under the second approach, allocating 50% of the loop and port costs to the local 

service category (Schedule 3), a similar conclusion is reached for the typical residential 

customer within the base rate area. Current rates cover the direct costs, plus an allocated 

share ofjoint and common costs, and provide an additional contribution as well. 

However, the revenues provided by customers in zones 1 and 2 are not sufficient to cover 

the corresponding allocation of shared costs. I will discuss this shortfall in detail later in 

my testimony, in the context of my analysis of the Company's zone rate proposals. 

Under the third approach, 100% of the joint costs are included in the analysis, 

along with ancillary revenues and costs (Schedule 4). This analysis shows that the typical 

residential customer inside the base rate area generates revenues in excess of costs, but a 

shortfall occurs in zones 1 and 2. Again, I will discuss this shortfall later in my testimony. 

In summary, this analysis indicates that for the vast majority of residence 

customers (those within the base rate area), the existing rates are more than sufficient to 

cover the corresponding costs of providing them with service, regardless of which 

approach is taken. While the current residential local exchange rates aren't as high as the 

business rates, they are high enough to recover the relevant direct costs, and to provide a 

substantial contribution towards joint and common costs. Overall, any claim that 

residential customers are subsidized by other customers is not supported by the data. The 
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comparisons presented in my schedules make clear that far from receiving any “subsidy,” 

the current rates paid by most residential customers are well above cost. 

Rate Design 

Q. Let’s turn to the fifth major section of your testimony. What does the Company 

propose in regard to pricing of residential local exchange services? 

The Company’s original request contained the following changes to its residential local 
exchange rate design: 

A. 

1. 

2. 

3. 

4. 
5. Decrease the non-recurring charge; 
6. 

7. 

[Teitzel, Direct, pp. 25-26] 

Increase the recurring monthly rate for initial lines (the rate for additional lines 
would remain unchanged). 
Increase the zone increment which is paid by customers living outside the base 
rate areas (“BRAs”); 
Expand the BRA boundaries, so that the zone increments apply to fewer 
customers; 
Convert low-use option users to budget measured service; 

Eliminate the non-recurring zone connection charges applicable to customers 
outside the BRAs; 
Eliminate multi-party service, thereby requiring all customers to pay the higher 
one party rate; 

In its supplemental filing US West proposes to further increase the recurring rates 

applicable to customers outside the BRAs. [Teitzel, Supplemental, Exhibit DLT-481 

Q. Can you be more specific about the magnitude of these rate changes, as reflected in 

the Company’s revised filing? 

Yes. Witness Teitzel proposes to increase the price for flat rate basic local service by 

$2.50 per month. [Id. p. 391 He also proposes to increase local rates for the Low-Income 

Telephone Assistance Program (“LITAP”) and Lifeline Assistance Program (“LAP’) by 

A. 
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$1.87 and $2.50 per month respectively. [Id.] In addition, zone increment charges would 

be increased from $1.00 to $5.00 for customers in Zone 1 and from $3.00 to $7.00 for 

customers in Zone 2. [Id. p. 381 

Under the Company’s proposed rate design, the non-recurring charge applicable 

to customers obtaining basic local exchange service would be lowered from $46.50 to 

$35.00. [Id. p. 401 The additional non-recunring zone connection charge of $53.30 

applicable to customers outside the BRAS would be eliminated. [Teitzel, Direct, p. 401 

The Company proposes to restructure its measured local service rates; a new 

Budget Measured Plan would replace the current Measured Service Option. Although the 

impact on individual customers would vary depending upon their calling patterns, the 

overall effect would be to generate about 10% more revenue than the existing tariff-a 

significantly smaller increase than it proposes for flat rate service. [Id. p. 401 Under the 

Company’s proposal, lower cost Multi-Party service would no longer be available; 

customers would be converted to Single-Party service at higher rates. [Id.] Finally, Mr. 

Teitzel states that “approximately 185,000 customers would experience a rate decrease 

due to expansion of the base rate areas.” [Teitzel Direct, p. 421 The cumulative effect of 

all these changes would be to increase residential local exchange revenues by 

$43,686,364. 

Q. 

A. 

Do you agree with the Company’s local residential rate design proposal? 

No. While some aspects of the Company’s proposals are reasonable, I believe the 

Company has gone too far with some aspects of its proposed redesign. 

The most disturbing thing about the Company’s proposal is that most residential 

customers would face a very substantial rate increase at a time when they have few, if 

any, competitive alternatives. As discussed later in my testimony, the Company has 

reduced some of its toll and access rates by fairly large amounts, and it hasn’t increased 

local rates for most business customers. The effect is to shift the revenue burden away 
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fiom toll carriers and business customers onto residential local exchange customers, 

exacerbating the problem of substantial increases to residential local rates. 

While there is some merit to some aspects of the Company’s rate design 

proposals, I strongly disagree with the magnitude of the proposed residential rate 

increases. The underlying rationale for these increases-that local service is “subsidized” 

by other services-is invalid, as I have previously discussed. Furthennore, because the 

proposed rate changes are so drastic, they violate basic principles of intercustomer equity 

and rate continuity. 

Q. You have already explained your disagreement with the Company’s “subsidy” 

analysis. Would you please explain your concerns regarding intercustomer equity 

and rate continuity? 

Yes. While I recognize that residential local exchange rates generate lower contribution 

levels than the rates for some other services (e.g. business local exchange), that fact alone 

does not justie the rather drastic realignment of rates proposed by the Company. The 

Company proposes to substantially increase rates for residential basic local service while 

largely exempting business local exchange rates from any increases, and proposing 

decreases to toll and switched access rates. All of US West’s residential customers would 

experience rate increases, and in some cases these increases are quite large. 

A. 

Consider, for instance, members of the Low Income Telephone Assistance 

Program, who already devote a relatively high portion of their income to necessities like 

telephone service. They would see their monthly local exchange rates increase by nearly 

25%, under the Company’s proposal. Most residential customers within the BRA would 

experience an increase of almost 20% in the monthly rate they pay for basic local service, 

and customers outside the BRA would experience an even larger increase, as I will 

discuss later in my testimony. 
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At this early stage in the transition to competition, there is no justification for the 

Commission abandoning its historic job of protecting customers from excessive rates, nor 

is there any reason to assume that competition will protect customers from excessive rate 

increases. If US West’s proposed increases are approved by the Commission, most 

customers will simply grit their teeth, curse the Commission, and pay the bill. The idea of 

trying a competitor won’t even occur to them, or it will seem too risky. 

While some customers might respond to these increases by switching to Cox 

Cable or another competitor, not all customers have the option of using another carrier. 

Even if this option theoretically exists, they may not be willing to take the risk at this 

early stage in the transition to competition. Mr. Teitzel cites Cox Communications as a 

major competitor. [Direct, p. 291 However, the Cox cable system only passes by a portion 

of US West’s existing customers, and this places an upper limit on the extent to which 

customers can switch to the Cox service if the US West rates are increased to excessive 

levels. An even more important consideration-but one that none of the US West 

witnesses mention-is that Cox doesn’t sell its cable services to 100% of the homes it 

passes. To the contrary, cable operators throughout the country have found it more 

9 

profitable to charge prices which are so high, they discourage a large fraction of the 

population from buying cable service. Cox Cable will be focused on convincing their 

existing customers to add telephone service to their existing cable service. Customers 

who can’t afford cable service, or feel it is overpriced, are unlikely to consider getting 

their telephone service from Cox. 

The historic pricing practices of the cable industry are oriented towards profit 

maximization-not achieving universal service or fully exploiting potential economies of 

scale. In the telephone industry, regulators have acted to prevent monopoly profits and 

encourage universal service. This has had the beneficial effect of lowering prices and 

expanding the market to encompass nearly every business and household. In contrast, the 

cable industry has a long history of charging “whatever the market will bear,” subject 
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only to limited price regulation and relatively weak competitive pressure (e.g. fiom over 

the air broadcasts and direct satellite providers). Given the fi-eedom to choose, the cable 

industry has historically set prices which seem attractive to some, barely tolerable to 

others, and grossly excessive to still others. Given this historic context, I question 

whether Cox reasonably can be viewed as the “savior’7 for customers faced with excessive 

rate increases. Moreover, the possibility exists that Cox will respond to US West’s rate 

increase by increasing its own rates-just as a price increase by one of the major airlines 

will often trigger an increase in ticket prices by all of its rivals. Thus, I believe the 

Commission should evaluate the proposed rate increases under the assumption that many, 

if not most, customers will be forced to pay the higher rates-regardless of how 

unreasonable or excessive they may seem to be. 

Regulators have historically recognized that when a revenue increase is required, 

or a rebalancing of rates is merited, the adverse impact on customers should be 

ameliorated to the extent feasible, by moderating the magnitude of any rate increases, and 

phasing in rate realignments on a gradual basis. While I don’t fault the Company for 

wanting to increase residential rates more than business, it has been too extreme in its 

proposals, requesting rate increases which drastically exceed the rate of inflation, and 

asking the Commission to impose nearly the entire burden of the rate increase on 

residential customers. 

Furthermore, the proposed increases could have an adverse impact on universal 

service. Basic local service is considered a necessity by most customers, and thus it is 

highly price inelastic. Nevertheless, a 20-25% increase in basic local service rates is so 

extreme, it would force thousands of customers off the network and it would discourage 

many potential subscribers from joining. The impact would be especially strong amongst 

those with low incomes, and those who don’t value telephone service very 

highly-precisely the customers that state and federal policies to advance universal 

service are designed to help entice onto the network. This provides an additional reason 
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why the Company’s proposed increases are too extreme and contrary to the public 

interest. 

Q. What do you recommend concerning US West’s proposed rate changes for 

residential basic local exchange service? 

While the general direction of the Company’s pricing proposals is understandable and 

acceptable, the magnitude of the proposed increases is too large. If approved, these rate 

increases would be burdensome for many Arizona consumers, especially those with Iow 

to moderate incomes. The burden of the proposed redesign would also be particularly 

severe for multiparty customers and for customers outside the BRA. Under the 

Company’s proposals, multiparty customers would face a one-two punch, consisting of 

the basic rate increase plus being forced onto the higher one party rate. Similarly, 

customers outside the BRA would be forced to pay a higher zone increment in addition to 

the increased basic rate. 

A. 

In recent years, inflation has been averaging less than 3% per year. Given this 

overall context, and considering that prices and costs have generally be trending 

downward in the telecommunications industry, the proposed increase of 20% or more for 

basic local service is clearly excessive. Accordingly, I recommend the Commission reject 

this aspect of the Company’s proposals, and limit the increase in basic local exchange 

rates to a more reasonable level. More specifically, even if the Commission were to 

approve the Company’s overall requested revenue increase of approximately 

***Proprietary 

the BRA should be limited to no more than 12%. This is equivalent to an increase of 

approximately $1.58 for the typical residential customer, while the increase for customers 

in the Telephone Assistance programs would be slightly lower. Needless to say, if the 

Commission approves an overall revenue increase below the requested level, it would be 

feasible and appropriate to further limit the impact on residential customers. 

Proprietary*** the residential basic rate increase within 
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Even if the Commission were convinced that a larger increase would be 

appropriate (I am not), such an increase should not be adopted at this time. Any such 

further increase should be phased in gradually, over an extended period of time. By 

limiting the initial increase in basic rates to no more than 12%, consumers would be at 

least partially sheltered from rate shock, consistent with the principal of rate continuity. 

Q. 
A. 

Would you please comment on US West’s low use rate proposals? 

The proposal to convert low use option customers to a budget measured service seems to 

be largely responsive to market trends. The primary change reflected in the Company’s 

proposal is to shift away from rates that vary with the number of calls that are placed, and 

to focus exclusively on the number of minutes used by the customer. This conforms with 

industry trends. In recent years, we have been inundated with TV, radio, and magazine 

advertisements for claiming to offer long distance service for 10,7, and now even 2 cents 

per minute. Similarly, the wireless industry is increasingly selling its services on a per- 

minute basis (frequently in the form of “packages” which include a group of features and 

a specified number of minutes per month). My only objection to the Company’s 

proposals in this area is that the usage rate is being reduced too far. The Company has not 

offered any justification for the proposed rate of 2 cents per minute, which is substantially 

lower than the 3 cent rate US West charges its competitors for ResaleEharing service. I 

recommend that the Company’s low use rate proposals be accepted, with the exception of 

the usage rate, which should instead be set at 3 cents per minute. At a 3 cent rate, 

customers will still save money, compared to the current 20 cent per call rate, for calls 

lasting up to 6 minutes. The overall effect of my recommendation is to increase revenues 

from this category by approximately 12%-about the same percentage increase that would 

apply to flat rate customers under my recommendations. 
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Q. 
A. 

Would you please comment on US West’s residential zone proposals? 

I have no objection to expanding the BRAS to accommodate suburban growth. The 1 

increments are intended to recover a portion of the higher cost of serving low densit 

rural areas. As formerly rural areas are developed to higher densities, it is reasonablc 

reflect this change by expanding the BRA boundary, as the Company proposes in th 

proceeding. 

Furthermore, I have no objection in principal to charging somewhat higher ri 

outside of the BRA, to recover a portion of the higher cost of serving customers in tl 

low density areas. However, the Company’s proposals go too far, resulting in excess 

increases for these customers. Currently, households that are located outside the BR 

incur an exchange zone increment charge of either $1 .OO (zone 1) or $3.00 (zone 2). 

Company initially proposed to increase these rates to $3.00 and $5.00, respectively. 

revised filing, the proposed rates were increased even further, to $5.00 and $7.00 for 

1 and 2 respectively. Combined with the proposed $2.50 increase applicable to all 

customers, the end result of the Company’s proposals would be to increase rates for I 

1 customers by approximately 45%, and to increase rates for zone 2 customers by 

approximately 40%. Increases of this magnitude are clearly not in the public interest. 

regardless of what the underlying cost information may suggest. 
‘ 

I don’t deny that rural Arizona is much more costly to serve than urban areas 

Phoenix and Tucson. While I’m not in a position to confirm or refute the specific loop 

costs shown in the Company’s studies, the alleged costs of $40.65 for zone 1 and $63.70 

for zone 2 are certainly not outside the realm of plausibility. Based upon experience 

gained in other states, I know that costs can be very high outside the base rate area, 

particularly where population density is low and distances from the wire center are long. 

Regardless of the costs, however, it is not reasonable to expect customers in these areas to 

pay rates that far exceed those paid by their urban counterparts. 
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Historically, extreme disparities between urban and rural rates have been avoided 

by,regulators. For example, the high cost of serving rural areas has been recovered in part 

by allowing carriers to charge higher for toll and access services than would otherwise be 

allowed. In both the federal and state jurisdictions, access rates have historically been 

regulated on a cost of service basis; the high costs incurred in rural areas is one of the 

reasons why this Commission and the FCC have allowed US West to charge so much for 

these (and other) ancillary services. One can legitimately question whether this historic 

rate design practice should be phased out, in favor of more explicit forms of high cost 

support. However, there is no justification for introducing extreme disparities between 

rural and urban rates, for eliminating existing sources of support without simultaneously 

instituting an adequate replacement. 

Better methods of providing high cost support are actively being investigated in 

many jurisdictions. In some jurisdictions, new approaches are already being implemented. 

For instance, the State of Kansas recently implemented a new, competitively neutral, 

explicit mechanism for high cost support. My firm was privileged to work with the 

Kansas Corporation Commission (KCC) in carrying out this effort. The KCC initially 

established the Kansas Universal Service Fund (KUSF) as a “revenue neutral” mechanism 

which replaced a portion of the existing access revenues. It recently replaced this system 

with a forward-looking cost-based mechanism. The KCC recognized that costs per line 

can vary widely with density and distance from the central office. Therefore, in order to 

take these factors into account, the KCC decided to target support on the highest cost 

(i.e., least dense, most distant) areas within each wire center. Wire centers and zones 

within these wire centers were not given support unless the relevant costs per line 

exceeded 125% of the statewide average costs per line. 

If the Commission wants to ensure that rural areas (outside the BRA) generate 

revenues which are sufficient to cover the relatively high cost of serving these areas, it 

should not attempt to achieve this change by drastically increasing rural rates. If the 
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Commission is convinced that the existing system if implicit support is not sustainable or 

acceptable, it would be appropriate to modify the existing Arizona universal service fund, 

or to establish a new fund. Either of these solutions would be more logical, and more 

reasonable, than drastically increasing rural rates, as proposed by the Company. 

The Company’s attempt to solve the high cost problem violates the principle of 

rate continuity, resulting in excessive increases for zone 1 and 2 customers. Furthermore, 

a policy of drastically increasing rural rates tends to conflict with the long standing public 

policy goal of encouraging universal service, as well as specific policy objectives set 

forth in the 1996 Telecom Act. Congress has sought to ensure that urban and rural rates 

remain reasonably comparable, notwithstanding any underlying cost differences, and 

notwithstanding the trend towards increased competition. As the FCC has explained, “the 

primary role of federal high-cost support is to enable reasonably comparable rates among 

states, while the primary role of each state is to ensure reasonably comparable rates 

within its borders.” [FCC News Release, October 2 1, 1999, p. 3.1 

Accordingly, I recommend that US West be allowed to increase the zone 

increment charge to $2.25 per month in zone 1 and $4.50 per month in zone 2. In 

combination with the $1.58 increase discussed above, this recommendation results in an 

overall increase of $2.83 per month, or approximately 20%, for customers in zone 1 and 

an increase of $3.08 per month, or approximately 19%, for customers in zone 2. This is 

the maximum increase which I believe can reasonably be imposed on these customers. 

Q. Do you have any comments concerning US West’s proposal to charge less for 

additional residential lines? 

Yes. The Company has proposed to deviate from its long standing practice by charging 

residential customers who have one line a higher price than those who have two or more 

lines. The Company’s primary justification for increasing the initial line rate is the claim 

that it needs to bring its prices more in line with costs. Yet, US West does not provide 

A. 
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any evidence that suggests that the cost of providing second, third, and fourth lines is any 

less than the cost it incurs supplying the first line. Here again, a close look at the 

Company’s rate proposals reveals a noticeable gap between the pricing principals it 

claims to be following and the reality of what it is actually proposing. 

The only justification offered by the Company for this new approach to pricing 

residential local service is the claim that it is responding to customer expectations:“US 

West believes Arizona residential customers have an expectation that the purchase of 

multiple access lines should be priced in a manner reflecting perceived economies of 

scale.” [Tietzel, Direct, p. 281 While I don’t dispute the possibility that some customers 

expect there to be some economies of scale associated with providing local exchange 

service, the Company hasn’t demonstrated that any such economies of scale actually 

exist. 

In truth, given the technology used by US West in providing local exchange 

service, the cost of providing the second and third line is likely to be very similar to the 

cost of providing the first line. In some cases, the cost may actually be a somewhat 

higher. For example, if the second line is primarily used by teenagers who talk more than 

their parents, or if the second line is primarily used for hours-long connections to an 

internet service provider, the usage costs associated with the second line will be greater 

than those associated with the first line. With regard to the loop and port costs, these will 

generally be about the same for both lines. While economies of scale do exist in the 

telephone industry, they apply equally to first and additional lines. That is to say, 

marginal cost tends to be less than average cost, but this is true for both first and 

additional lines. There is only one aspect of the cost of providing telephone service which 

clearly involves some savings as customers opt for additional lines: the cost of the 

facilities which are used to connect them to the distribution cable. For example, the drop 

wire which connects the customer’s home to the distribution cable running along the 

street will typically contain two or three pairs of copper wire. Thus, a second line can 
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often be added without the necessity of installing another drop wire. However, this is a 

relatively minor cost element, which doesn’t provide sufficient justification for pricing 

first and additional lines at significantly different levels. 

Furthermore, the Company hasn’t offered any market research or other 

documentary evidence which would suggest that most customers think about, or expect 

there to be, economies of scale in providing additional telephone lines. To the contrary, I 

would anticipate that most customers accept the fact they must pay the same price for a 

second telephone line as they do for their first one. If a customer decides they want a 

second line, they are unlikely to be surprised or disturbed if they are informed that the 

price of a second line is the same as the first one. 

In addition, I would note that US West’s existing tariff structure is consistent with 

the general practice in the industry. Historically, residential customers have not been 

offered discounts for purchasing multiple lines. To the extent pricing differentials have 

existed in the industry, they typically operate in the opposite direction. For instance, 

business customers whose usage is heavy enough to require multiple linesare sometimes 

charged higher “key system” or “trunk“ rates, consistent with their greater ability to pay 

and more intensive level of usage. 

I would also note that the mere fact that Cox Cable is offering a lower price for 

additional lines is not sufficient justification for US West doing so. For gne thing, US 

West still dominates the local exchange market, and Cox Cable is just one of the 

competitors the Company faces. There is no need for US West to match the pricing 

philosophy of this particular competitor. For another thing, the technology used by Cox 

Cable is fundamentally different than that used by US West, and it has fundarnentally 

different cost characteristics. Each additional telephone line sold by US West involves a 

distinct pair of copper wires running back towards the wire center. In contrast, Cox Cable 

relies upon a different technology, using coaxial cable which is shared by hundreds of 

different customers. If US West provides a residence with 5 lines, it lwill use roughly 5 
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times as much wire than if it provides that residence with 1 line. In contrast, Cox Cable 

will use the exact same amount of wire if it provides a residence with 5 lines or 1 line. 

Furthermore, Cox Cable can obtain “set top boxes” which have the capacity to provide 

multiple lines of telephone service to the same residence at essentially the same cost than 

if they purchase just 1 line. Accordingly, virtually the only additional cost Cox Cable 

incurs when it sells a residence 2 or 3 lines is the additional usage-sensitive costs which it 

will incur if the purchase of multiple lines encourages the customer to sometimes place 

longer or more frequent telephone calls. In contrast, when US West provides a residence 

with multiple lines, it will not only incur additional usage sensitive costs, it will also 

incur additional loop and port costs. 

Finally, I would point out that pricing additional lines at a lower level than the 

first line tends to increase the price charged for the first lineassuming one is attempting 

to recover a given level of revenue. For instance, if the Company had proposed to charge 

the same price for primary and additional lines, it would have been able to recover the 

same level of revenue from residential local exchange service without having to propose 

as large an increase in the monthly rate. Accordingly, I recommend retaining the historic 

practice of pricing primary and additional lines at the same ratejust $14.76 per month for 

customers located inside the BRA. 

Q. 

A. 

Do you have any comments concerning US West’s other residential rate proposals? 

Yes. The Company has proposed to reduce the non-recurring charge associated with 

connecting residential local exchange service by approximately 25% (from $46.50 to 

$35.00) for both flat rate and low use option customers. Aside from some general 

remarks about the overall level of the current rates, the Company provides no evidence 

why these rates should be reduced to this extent. Mr. Teitzel mentions that Cox Cable is 

charging just $40.00, and that this fee is waived for new customers. Of course, there is a 

fundamental difference between the situation facing Cox Cable and that facing US West. 
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As a new entrant, Cox Cable would potentially have to charge every one of its customers 

this non-recurring charge-because they are all changing from the incumbent’s service. In 

contrast, whenever US West retains a customer, it doesn’t have to apply this charge. 

Thus, it isn’t surprising that Cox Cable is offering to waive this fee; it needs to do so in 

order to compete with US West. 

I have no objection to reducing this fee somewhat, since the current level is rather 

high. However, instead of reducing the rate all the way to $35.00, I recommend reducing 

it to $40.00 per month for both flat rate and low use option customers. This is the same 

level nominally charged by Cox Cable. With regard to low income customers who qualitjl 

for the Telephone Assistance program, it would be reasonable to reduce the rate M e r ,  

to just $25.00. This would further advance the goal of universal service, and is consistent 

with the general philosophy of this program, which encourages customers who might 

otherwise not be able to afford telephone service to join the network, for the benefit of 

society as a whole. 

As for the remaining residential rate proposals, I have not studied all of the 

proposed rates in detail. However, for illustrative purposes, I have assumed the remaining 

residential rate proposals will be accepted by the Commission. 

Q. 

A. 

What does the Company propose in regard to business local exchange services? 

The Company’s original and supplemental filing, it proposed the following general rate 

design changes: 

1.. 
2. Restructure measured local usage; 
3. 
4. 
5.  Eliminate zone connection charges 

Bundle dial tone line and local usage components; 

Increase the monthly rate for resale lines; 
Increase the exchange zone increment recurring rates; 
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Q* 
A. 

Q* 

A. 

US West has not proposed any increases to the monthly rate for business local exchange 

customers located within the BRA. 

What is the revenue effect of these changes? 

Some of the proposed changes are revenue-neutral. For instance, the dial tone line and 

usage components of the business rate would be combined into a single monthly rate, 

without any overall increase. Other proposals would increase revenues. For instance, 

ResaleBharing Measured Service would be billed at a flat rate of $0.03 per minute, 

eliminating the $0.0 1 per minute discount for calls placed during evening and weekend 

hours, and the monthly rate for Measured ResaleBharing Lines would be increased by 

approximately 20%, %om $15.35 to $18.50. [Teitzel, Supplemental, p. 451 The monthly 

rate for Measured Resale/Sharing Trunks would increase by approximately 8%, from 

$17.16 to $18.50. [Id.] The monthly rate for Measured ResaleBharing DID Trunks would 

increase by approximately 5% from $25.16 to $26.50. [Id.] The existing $53.30 zone 

connection charge would be eliminated. [Id. p. 441 Rates for 91 1 and E-91 1 service would 

decrease by $0.25 per month. The overall effect of these proposals would be to increase 

revenues by $1,788,036. [Supplemental, Exhibit DLT-481 This represents a net increase 

of approximately 1 % in the business local exchange category. 

Do you have any comments concerning the Company's proposal to eliminate the 

distinction between the dial tone line and usage rates? 

-1 agree with this proposal. No usefbl purpose is served by chopping the local exchange 

rate into multiple portions, each with a separate name and separate price. My view is that 

retail subscribers don't demand dial tone; they demand the ability to make and receive 

telephone calls, both local and long distance, and to enjoy the various ancillary services 

that carriers can provide. Attempts to separately price access to dial tone, as if it were a 

separate service, are inconsistent with the way most customers view the services they 
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receive, as well as the historical pricing patterns within the industry. Although US West 

is .not alone in its practice of separately labeling two different portions of its local 

exchange rate, this artificial distinction has not been widely accepted by regulators, nor 

has it been well received by consumers in jurisdictions where it has been adopted. 

Since the industry is becoming more competitive, it is not surprising that 

anachronistic pricing practices like this would become less attractive ta carriers. Instead 

of trying to align its prices to be consistent with its view of cost causation principles, US 

West is now trying to align its prices to be consistent with consumer preferences. This is 

one of the benefits of the trend towards increased competition-carriers are becoming 

more focused on their customers, and less focused on their regulatory advocacy efforts. 

Unnecessarily complicated and confusing prices are not attractive to consumers. As 

competition intensifies, I would anticipate that prices will increasingly respond to 

consumer preferences, rather than carrier preferences. 

Given a choice, most consumers would prefer simple, easily understood prices 

which translate into predictable, understandable monthly bills. We have already seen 

some evidence of this trend in the wireless segment of the industry, which is moving 

away fi-om charging customers for every minute and every feature they use. As more 

carriers have entered the market and competition has intensified, wireless carriers are 

moving towards simpler, more attractive pricing plans. Instead of just focusing on their 

internal cost structure, and trying to keep the full cost of their services hidden fiom view, 

wireless carriers are increasingly moving towards simple, easily understood pricing plans 

which bundle usage and features into convenient, attractive packages. 

I anticipate that as competition intensifies, a similar pattern will evolve in the 

markets which US West currently dominates. The Company will find it increasingly 

necessary to consider consumer preferences-not just its own view of its cost structure and 

"what the traffic will bear." 
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Q. You mentioned some proposed changes to the zone rates, can you comment on this 

further? 

Yes. As with local residential service, the Company is proposing to increase the zone 

increment charge paid by businesses that operate outside the base rate area. For 

customers in zone 1, the current monthly rate of $1 .OO would be raised ten-fold to $10.00 

while customers in zone 2 would experience a five-fold increase from the current level of 

$3.00 to $15.00 per month. [Teitzel, Supplemental, p. 381 

A. 

Mr. Teitzel claims this proposal is justified by the FCC’s recent (May 1,2000) 

mandate that states deaverage the UNE loop rates charged by incumbent LECs. Under 

this FCC requirement, US West will be increasing loop rates paid by competitive carriers 

in areas outside the BRA. Mr. Teitzel and Witness Million argue that it is appropriate to 

increase retail rates outside the BRA, in order to maintain an appropriate difference 

between retail and wholesale prices: 

Discrepancies between the retail and wholesale price structures undermine 
competition and competitive neutrality. Otherwise, competitors could 
obtain unbundled loops for low-cost urban business consumers at a 
deaveraged price, and purchase high-cost longer loops at a non-deaveraged 
retail price less the avoided discount. This presents and arbitrage 
opportunity for Competitive Local Exchange Carriers (CLECs) that 
choose the economically more attractive option of providing service to 
high-cost customers through resale. [Million, Direct, p. 61 

It is certainly appropriate to be concerned about the balance between retail and 

wholesale rates. However, the problem is not as severe as the Company implies, because 

it has once again failed to consider the full range of revenues generated by businesses 

outside the BRA. As explained earlier, the loop and port are shared costs which carriers 

can and do recover through a variety of different revenue sources. In evaluating whether 

CLECs can profitably serve customers outside the BRA, it is necessary to consider all of 
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the revenues a CLEC will generate-including revenues from toll, switched access, and 

optional features. 

Moreover, the Company has not adequately considered the policy goals of 

maintaining a reasonable degree of rate continuity, and ensuring a reasonable degree of 

comparability between retail rates in urban and rural areas. Accordingly, while I don’t 

dispute the general thrust of US West’s proposals in this area, I disagree with the 

magnitude of those proposals. 

Q* 
A. 

Q* 

A. 

Q. 
A. 

What do you recommend regarding business local exchange rates? 

I recommend increasing the monthly rate for business customers inside the BRA by $1.58 

per month-the same amount I have recommended for residential one-party flat rate 

customers. This would increase the monthly rate paid by the typical business customer by 

less than 5%, which is substantially less than the analogous percentage increase I have 

recommended for residential customers. In addition, I recommend scaling back the 

Company’s zone pricing proposals. More specifically, I recommend increasing the zone 

increments applicable to business customers to $6.00 and $8.50 per month in zones 1 and 

2, respectively. The net effect of these recommendations would be to increase rates for 

the typical business customer outside the BRA by approximately 18%. 

Can you briefly comment on the remainder of US West’s proposals for business 

local exchange service? 

Yes. I have not studied all of the proposed rates in detail, but for illustrative purposes 

have assumed they will be accepted by the Commission. 

What has the Company proposed regarding message toll service? 

US West originally proposed to cut MTS revenue by a total of $3.8 million, a reduction 

of around 25%; its supplemental filing furthers this reduction to $4.2 million, or about 
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27%. In conjunction with this overall reduction, the Company originally proposed an 

extensive restructuring of its rates. Seven major categories of change were put forward: 

1) 
2) 
3) 
4) 
5) 
6) 
7) 

A general reduction in MTS prices, 
A reduction in Simple Value Calling Plan rates for residential customers, 
The grandfathering of Arizona Value Calling Plan I, 
The elimination of Arizona Value Calling Plan 11, 
The elimination of Volume Discount Plans, 
The grandfathering of the MetroPac Calling Plan, and 
A general increase in charges for Operator Services. 

Three modifications to the original filing have been made in the supplemental 

filing. First, the amount of reduction in MTS rates has been augmented. Second, the 

Simple Value Calling Plan has been eliminated. And third, the Arizona Value Calling 

Plan I has been eliminated. As justification for these changes, Mr. Teitzel states, 

US West’s share of the switched intraLATA long distance market has 
declined dramatically. In April 1996, US West’s share of the switched 
market was ***Proprietary 
number had decreased to ***Proprietary 
statistics clearly illustrate the competitive nature of the Arizona 
intraLATA long distance market. [Original Direct, p. 471 

Proprietary***. By October 1998, that 
Proprietary*** These 

Q. 

A. 

Would you please describe US West’s revised proposal for two-point service? 

Yes. First, the Company has proposed to reduce its Daytime rate for business customers 

from $0.2994 per minute to $0.28 per minute while increasing the 

Evening/Night/Weekend rate from $0.22 to $0.28. [Teitzel, Supplemental Direct, DLT- 

451 Second, it proposes decreasing Daytime and Evening/Night/Weekend rates for 

residential customers to $0.22 per minute and $0.10 per minute respectively. Third, it 

supports decreasing the two rates for miscellaneous calls from $0.30 per minute to $0.28 

during Daytime hours and from $0.162 per minute to $0.10 during all other hours. 
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Q- 
A. 

Q*. 

A. 

What rationale has the Company presented for its MTS proposals? 

In his testimony, Mr. Teitzel discusses national market trends in the intraLATA long 

distance services market. He states that competition from IXCs and resellers is 

intensifying in most parts of the nation. He includes market share and rate data for 

national competitors like MCI and local competitors like Brooks Fiber. He mentions that 

IXCs are currently engaging in dial-around competition and often completely bypassing 

US West facilities by carrying service through dedicated or non-switched facilities. In 

order to make use of its own facilities more attractive to consumers, the Company 

proposes lower toll rates. Mr. Teitzel claims that toll rates still make substantial 

contributions to the Company’s common costs and he argues that US West needs to 

reduce its high toll rates in response to competitive entry. 

Would you please describe the Company’s proposal for discount calling plans and 

operator surcharges? 

US West eliminates virtually all existing discount calling plans except the Super Savings 

Plan. This plan assumes previous customers of the Arizona Value Calling Plans I and 11. 

It provides discounts over already reduced MTS rates based on the volume and duration 

of a customer’s calls. Rates for this plan are as follows:. 

Two existing plans are retained but only in a very limited capacity. The MetroPac 

calling plan is to be grandfathered for current customers while the Simple Value Calling 

Plan will still be available to business customers at reduced rates. 

Finally, the Company proposes increasing the usage rates for operator services. 

Under its proposal, US West would double or nearly double rates for many of these 

services. Mechanized calling card and busy line interrupt services, for example, will 

increase from $0.50 to $0.80 and $3.00 to $6.00 respectively. 
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Q. 

A. 

Do you have any comments concerning the Company’s toll rate proposals? 

Nationwide, toll volumes are increasing, toll costs are declining, and competition is 

intensifling. Given this context, a reduction in toll rates seems reasonable. US West has 

provided evidence that it faces real (not hypothetical) competition for its toll service in 

Arizona markets. In light of its substantial decline in market share, it is reasonable to give 

it considerable flexibility in responding to market conditions. Adding fwrther credibility 

to the Company’s proposals is the fact that it hasn’t proposed to slash its retail toll rates 

below its wholesale switched access rates. Nor has it proposed to slash its toll rates across 

the board. In fact, it has proposed to increase rates in certain categories, where it 

apparently believes its current rates are below market levels. 

I do have one dispute with US West’s toll rate calculations, however. The 

Company has proposed a very substantial reduction in rates charged residential 

customers, yet it has not taken into account the increased volume of traffic which will 

undoubtedly result fiom this proposal. As customers experience reductions in the toll 

rates they are paying, they will be stimulated to place additional toll calls, and to talk 

longer. This concept is referred to as price elasticity-the effect of a change in price on the 

quantity of a service that consumers demand. 

Typically in regulatory proceedings, price elasticity effects are not considered, for 

good reason. The demand for many telephone services is relatively inelastic, meaning that 

the volume demanded isn’t very responsive to changes in price. Also, where price 

increases are involved, the dampening efffect of a price increase generally has the effect of 

offsetting or ameliorating the general trend towards increased volume which results from 

the impact of inflation, increasing personal income levels, and shifting tastes and 

preferences. Since future volumes are generally going to exceed test year volumes, 

regardless of whether rates will be increased or not, regulators generally do not adjust the 

price out calculations to reflect the reduction in volume which will result from the 

proposed rate increase. 
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While it isn’t necessary or appropriate to adjust all of the various price-out 

calculations to reflect the effects of price elasticity, it would be appropriate to make an 

exception with regard to the Company’s proposed toll rate reductions. In this instance, the 

reductions are very substantial, and they will serve to accelerate the trends towards 

increasing volume (rather than offsetting this trend). The Company does not adequately 

account for this phenomenon. It has proposed a **Proprietary 

decrease in toll rates and just a **Proprietary 

Based upon econometric studies of the impact of toll price changes in the past, it is 

reasonable to assume that this rate reduction will increase volume by at least 

**Proprietary 

estimate of the price elasticity of demand for toll service (S) times the proposed price 

decrease (**Proprietary 

estimate that the proposed reduction in residential toll rates will result in a decrease in 

revenues of **Proprietary Proprietary** as 

calculated by US West. 

Proprietary** 

Proprietary** increase in volume. 

Proprietary**. This is calculated by multiplying a conservative 

Proprietary**). After making this adjustment, I 

Q. 

A. 

Would you please summarize the Company’s proposals regarding switched access? 

In the direct testimony of Ms. Barbara Wilcox, US West initially proposed to increase its 

revenue from switched access by approximately $2,987,000, an increase of 

**Proprietary Proprietary**. This is the net effect of Company’s proposals to: 

1) 
2) 
3) 

4) 
5) Discontinue offering ScooplineSM service. 

Restructure and reduce switched access prices, 
Adjust individual price elements of private line transport, 
Withdraw the obsolete customer-owned coin operated telephone service options 
and move current customers to equivalent Public Access Line (“PAL”) services, 
Increase directory assistance prices for PAL customers, and 

97 



e 
e * 
e 
e 
e 
a 
e 
e 
e 
e 
e 
e 

‘ e  
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 
e 

e 
e 
e 
e 
e 
e 
e 
e 

a 

1 

2 

3 

4 
5 
6 
7 
8 
9 

10 
11 
12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 
25 
26 
27 
28 
29 
30 

31 
32 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the RUCO, Docket No. T-0 105 1 B-99-0105 

In the Company’s supplemental filing this increase has been scaled back 

somewhat, to a **Proprietary 

Other changes to US West’s original proposal are: 

Proprietary**, or $2.3 million dollar increase. 

1) 

2) 

3) 

4) 

Updating the revenue impacts for switched access service based on customer 
demand through the end of 1999, 
Revising and eliminating a number of analog private line services based on the 
need to more closely align rates with costs, 
The combination of two separate DIGICOM services into a single regional 
standard Digital Data Service offering, and 
Increasing charges for E9 1 1 Transport. 

Apparently, the changes from the original proposal were not prompted by any 

change in the US West’s overall pricing philosophy. Rather, witness Scott McIntyre 

states that the Company’s scaled back switched services increases are “due to an updated 

test period for switched access, private line, services, and PAL services.” [McIntyre, 

Supplemental Direct, p. 31 

Q. 

A. 

Would you please describe US West’s switched access elements in further detail? 

Yes. Four rate elements comprise the switched access rate structure: local switching, 

local transport, carrier common line, and the interconnection charge. Witness Barbara 

Wilcox describes each of these components. 

The local switching charge compensates US West for switching the call. 
The local switching charge applies for each minute-of-use an end-user is 
connected though a telephone company end office (central office). This 
charge recovers traffic-sensitive costs associated with the central office 
switch and for incidental operator costs, such as call intercept. [Wilcox, 
Original Direct, p. 61 

The local transport charges compensate US West for transporting the call 
between the central office serving the end-user (end office) and the 
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interexchange carrier’s point of presence (POP). Usage-sensitive charges 
apply to tandem-switched transport, for which US West experiences 
traffic-sensitive costs. These charges are applied on each tandem-switched 
minute-of-use at varying prices, depending on the distance of the actual 
transport. Monthly flat charges apply to dedicated facilities, for which the 
costs are not sensitive to traffic volumes. There are also monthly flat 
charges for multiplexers and for entrance facilities connective the carrier’s 
POP with the serving wire center. [Wilcox, Original Direct, p, 61 

The carrier common line (CCL) charge today provides revenue 
contribution in support of basic telephone service for end-users. There are 
no direct access costs associated with this price element since it is 
generally related to the recovery of US West‘s non-traffic sensitive (NTS) 
costs associated with the ubiquitous provision of basic telephone service. 
The CCL applies to all access minutes-of-use except the usage associated 
with the closed ends of WATS and 800 service. [Wilcox, Original Direct, 
P. 61 

The interconnection charge (IC) was created as a result of Local Transport 
Restructure (LTR). The IC provides contribution to comon ,  shared, and 
embedded costs and support of basic telephone service. This charge is 
applied to all intrastate switched access minutes-of-use. [ Wilcox, Original 
Direct, p. 71 

Q. 

A. 

What is US West proposing with regard to these rate elements? 

The Company proposes a minor structural change for local switching. Ms. Wilcox 

proposes bifurcating the current rate into separate originating and tenninating rates. Both 

of these rates would be equal to the existing local switching rate of $0.0173 per minute. 

The Company is proposing both structural and rate changes for local transport. 

The Company proposes adding four new price components to this category: tandem trunk 

port, common transport multiplexing, end office shared port, and end office dedicated 

trunk port. Ms. Wilcox states that these new prices are meant to provide added 

“consistency with the FCC structure approved in the 1996 Access Reform Order” and 

“with carriers’ requests to more directly align prices with costs.” [Wilcox, Original 
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Direct, p. 91 In addition to establishing these new rates, the Company would lower rates 

, for voice grade, DS 1, and DS3 direct trunked transport, tandem transmission, tandem 

switching, and voice grade, DS 1, DS3 electrical, and DS3 optical entrance facilities. 

US West proposes decreasing rates for the remaining two switched access 

elements. In its original direct testimony, the Company maintained the originating and 

terminating CCL charge at $0.01 and $0.0242 per minute respectively. In its new test 

year filing, the terminating CCL was revised downward to $0.022669 per minute. The 

supplemental filing also reflects a change in the interconnection charge. The Company 

originally proposed to reduce this rate from $0.0062 12 to $0.002 127 per minute. In Mr. 

McIntyre’s supplemental testimony, he has scaled back this reduction to $0.00245 per 

minute. 

Q. 

A. 

What is your reaction to the Company’s switched access proposals? 

I don’t have any objection to the Company’s concept of restructuring its rates to be more 

closely aligned with cost, as well as the corresponding interstate rates. I agree that it 

would be desirable to lower the overall level of access rates--provided this can be 

accomplished without forcing local exchange customers to pay substantially higher rates. 

The general trend in telecommunications costs and rates is downward, and it is not 

unreasonable for the interexchange carriers and their customers to share in the benefits of 

this downward trend. 

I do find the plan put forward by the Company to be objectionable, in that it 

places so much of the rate increase burden on residential basic exchange rates, while 

simultaneously placing none of the burden on toll customers. The net effect is to impose a 

substantial shift of the revenue burden from toll and switched access to the local category. 

Such a severe shift in the cost burden is unwarranted, unnecessary, and inappropriate. The 

Company’s proposals to reduce the IC and CCL rates have the effect of increasing 

residential local exchange rates beyond a reasonable level. 
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Q. US West’s primary rationale for decreasing switched access charges are the threat of 

competition and the need to bring prices more in line with costs. How well 

supported are these argument? 

Not well at all. Ms. Wilcox argues that access markets are changing around the nation 

and that the Company believes Arizona is currently seeing facilities-based competition 

for access and that such competition with grow in the near future. She concludes: 

A. 

Today, US West’s switched access service is still used by long distance 
carriers to reach many of their customers via US West’s local switched 
network. However, with the changes in the telecommunications industry, 
and the emergence of alternative providers, for local and other services, 
alternative to US West switched access services are continuously 
increasing. .. . Competitive local exchange carriers offer direct competition 
to US West’s switched access service. [Wilcox, Original Direct, p. 41 

She cites direct connection, private networks, wireless services, internet telephony 

and email as current and potential sources for access competition. However, the 

arguments she makes are very general in nature, and are not supported with detailed 

factual evidence. For instance, she provided no estimates of the market shares held by 

competitive access providers and competitive local exchange carriers. 

Looking behind these sweeping generalities, one finds the picture to be rather 

different than Ms. Wilcox implies. While it is certainly true that access competition is 

increasing, it is also true that the overall market continues to grow. The primary impact of 

increased competition has been to reduce the rate of growth which US West and other 

incumbent LECs have been experiencing in their switched access traffic volumes and 

revenues. The market for switched access continues to be overwhelmingly dominated by 

local exchange carriers like US West. While competitive access providers have emerged 

as niche players in many of the nation’s larger metropolitan areas, these carriers have 

limited facilities and very limited market penetration. The traditional local exchange 
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carriers generally continue to enjoy an extremely large share of the switched access 

market (e.g., more than go%), even in areas where competitors have been in the market 

for many years. Furthermore, new entrants do not necessarily focus on price cutting. For 

instance, some of the new entrants have emphasized faster service, greater reliability and 

better transmission quality, rather than cost savings. 

Q. 

A. 

Won't access rates decline as competitive pressures increase? 

It is reasonable to assume that nationally, access rates will continue to trend downward, 

as a result of technological improvements, increasing traffic volumes, and improved 

efficiency. To the extent competition increases, it will tend to hasten or reinforce this 

downward trend. One of the advantages of effective competition is that it forces all 

carriers to operate more efficiently, and it creates incentives for cost cutting and 

technological enhancements. However, I find no evidence that the Company's access rates 

are "too high," relative to its existing level of efficiency, and there is certainly no basis for 

concluding that a massive shift in revenue responsibility is necessary from access to local 

exchange. 

Quite the contrary is true. The evidence suggests that access markets are still 

largely characterized by monopoly conditions, that competitive pressures will be slow to 

build, and that new entrants are unlikely to emphasize switched access rate reductions as 

a primary strategy for gaining market share. When access prices do decline over time, it 

has typically been the result of increased volume, reduced cost, and lower profits. That 

type of access price reduction, the product of external economic forces, is quite unlike the 

price reduction proposed here: a government-enforced shifting of revenue responsibility 

from access to local markets. 
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Q. 

A. 

Do you accept the proposition that switched access rates need to be redesigned? 

Yes. Recent FCC actions to encourage unbundling, expanded interconnection rights, and 

co-location are designed to increase competition in the switched access market, and 

potentially to improve efficiency and drive down access rates. As far as I can tell, US 

West is not claiming it currently faces severe competitive pressures. Rather, it has pointed 

out that “alternatives to US West switched access are continuously increasing.” [Wilcox, 

Original Direct, p. 41 This vague statement is hard to deny; but it is also hard to take very 

seriously. Since the Commission has not been given any detailed information concerning 

growth in competition for switched access markets, the mere fact that competition is 

“continuously increasing” could be taken to mean that additional local exchange carriers 

are entering the market. To the extent these carriers gain an increasing share of the market 

for basic local exchange service, they will also gain an increasing share of the market for 

various ancillary services, including switched access. The mere fact that more 

competitors are entering the market is not evidence of a competitive crisis, or a sign that 

substantial repricing action is needed. Even if one accepts the fact that competition is 

increasing, it does not follow, by any known logic, that an immediate reduction in access 

prices should be accomplished at the expense of local exchange ratepayers. 

Competition, when it comes, may well drive down more than prices--it can serve 

to drive down costs and profits, as well. Furthermore, there is no reason to assume that 

competitive carriers will develop pricing strategies which are centered around switched 

access reductions. Nor is there any reason to anticipate that competitive pressures will be 

more severe in the market for switched access than in the market for other services 

offered by the Company. If anything, I would anticipate downward pricing pressure to 

emerge in the market for Caller ID and custom calling features well before such pressures 

emerge in the market for switched access service. Yet, the Company has proposed to 

maintain or increase the price of +ese services at the same time that it is proposing to 

reduce the CCL and IC rates. While I recognize there is considerable uncertainty 
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concerning the manner in which competition will unfold, the appropriate response to 

these uncertainties is not to further increase basic local exchange rates in order to 

accommodate a reduction in switched access rates. 

Q. 
A. 

What do you recommend concerning the Company's access rate proposals? 

Although I have not studied all of its proposals in detail, I have assumed the Commissio 

will accept most of the Company's proposals for restructuring these rates. However, I 

strongly disagree with the proposed reductions to the CCL charge and the IC. For the 

reasons set forth earlier, I recommend that the Commission leave the CCL charge and I( 

at their current levels. 

Q. Next, would you please summarize the Company's proposed changes to its 

miscellaneous general and local exchange services? 

The Company has proposed a variety of other rate changes, which can be grouped into 

five major categories: 

A. 

1) Decrease Market Expansion Line revenue by **Proprietary 
Proprietary** 

2) Increase Directory Assistance revenue by $19,743,296, or **Proprietary 
Proprietary** 

3) Increase Listings revenue by **Proprietary Proprietary3 
4) Increase Custom Calling revenue by **Proprietary 

Proprietary** and 
5) Increase Toll Restriction revenue by **Proprietary 

Proprietary**. 

Q. Do you have any comments concerning the Company's proposed changes to its 

miscellaneous general and local exchange services? 

Throughout his original direct testimony, Mr. Teitzel justifies his proposed increases to 

basic local rates by claiming that US West is trying to bring its rates more into alignment 

A. 
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with its costs. I have already commented extensively on the fact that I disagree u 

interpretation of the underlying costs. I would like to make one additional point ii 

context: the Company has definitely not been consistent in trying to move rates tc 

cost. To the contrary, many of its rate proposals would move its rates farther awq 

its costs. For example, the direct cost of providing Caller ID service is minimal- 

than the shared costs of the loop and switch. The software and hardware includec 

digital switches incorporate the ability to provide CallerID to all customers at mir 

additional cost. At most, the direct cost of providing CallerID service is perhaps $ 

month, while the rate is currently $5.95 per month. If US West truly were attempt 

move its residential rates towards cost, it would be proposing to reduce this rate, ( 

to eliminate it (bundling it with basic local exchange service). Instead, Mr Teitzel 

proposes to increase the rate to $6.95 per month. 

Similarly, the Company proposes to increase the rates it charges for many 

directory listing services. These include privacy, premium, and internet listings. 

Concluding that privacy listings should be priced in the same manner as premium 

Mr. Teitzel supports raising non-published rates to $3.00 per month and non-listec 

to $2.00 per month. Under this plan, business and residence customers are charge 

same price to have their name excluded from US West directories and directory 

assistance. Similarly, premium and internet listings see increases, with internet lis 

rising the greatest amount-from $3.00 per month to $6.00 for email listings and $ 

month to $12.00 for URL listings. Here again, the cost of providing these listings 

simply ignored. Whatever the cost of printing a firm’s URL address in the phone 1 

obviously can’t be any more than the cost of printing a regular address. There obv 

isn’t any cost justification for charging $12.00 per month for these listings-the on1 

possible justification is that this is “what the traffic will bear.” Similarly, whateve 

cost to add another listing to the directory, it certainly can’t cost much to delete a 1 

from the phone book. If the cost isn’t negative, it certainly must be extremely low 
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the Company proposes to charge customers $2.00 per month for this convenience. Here 

again, the proposed rate changes are clearly moving away from cost, rather than towards 

it. 

Q. In your opinion, how should the Commission view the rates for such ancillary 

services? 

It is important to keep the price of basic local exchange service at an affordable level. 

This furthers the goal of universal service, and it is consistent with pricing patterns which 

often occur in competitive markets, where the most basic offerings are priced at 

relatively low levels, and premium offerings command higher markups. For instance, the 

automobile industry typically generates higher profit margins on its luxury cars than it 

does on its economy models, and it often places much higher markups on optional 

features than it does on the basic automobile itself. Similarly, airlines obviously generate 

higher profit margins on the full coach tickets sold to business travelers than they from 

the much cheaper tickets sold to leisure travelers. 

A. 

It is reasonable to continue the historic practice of pricing many residence services 

lower than the analogous business services, as well as the practice of pricing basic service 

at relatively low, attractive prices and generating higher profit margins from custom 

calling, premium listings, and other ancillary services. 

Q. Do you have any other comments concerning the Company’s proposed rate changes 

for miscellaneous general and local exchange services? 

While don’t necessarily agree with all aspects of these proposals, I have not studied them 

in detail, and I am not specifically disputing any of them. For illustrative purposes, I have 

generally assumed the Commission will accept these proposals. One important exception 

concerns switched access service, where I believe the certain of the proposed rate 

A. 
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reductions should not be approved, since they place undue upward pressure on basic 

exchange rates. 

Q. Have you developed a schedule which illustrates the impact of your rate design 

recommendations? 

Yes. Schedule 5 attached to my testimony provides an overview of the effect of my rate 

design recommendations, based upon the Company’s requested revenue increase of 

**Proprietary 

Company is entitled to increase its rates to this extent. To the contrary, it is my 

understanding that Ralph Smith, testifying on behalf of RUCO, disputes certain aspects of 

the Company’s revenue‘requirement calculations. Because Mr. Smith had not completed 

his analysis of certain issues, due to delays in the discovery process, RUCO’s 

recommendation concerning the overall revenue increase wasn’t completed at the time I 

prepared this testimony. Once that recommendation is completed and filed with the 

Commission, I will expand Schedule 5 to illustrate my rate design recommendations if 

the Commission were to approve a lesser overall revenue increase, consistent with 

RUCO’s revenue requirement recommendation. 

A. 

Proprietary** Of course, RUCO doesn’t agree that the 

Q. 

A. Yes, it does. 

Does this complete your direct testimony, which was prefiled on August 9,2000? 
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